KEEGAN, WERLIN & PABIAN, LLP

ATTORNEYS AT LAW
265 FRANKLIN STREET
BOSTON, MASSACHUSETTS O2110-3113 TELECOPIERS:
(617)951- 1354

(617)951-1400 (617)951- 0586

August 18, 2004

Mary L. Cottrell, Secretary

Department of Telecommunication and Energy
One South Station, 2™ Floor

Boston, MA 02202

Re: Boston Edison Company, D.T.E. 04-68

Dear Secretary Cottrell:

Enclosed please find the record request responses of Boston Edison Company
d/bla NSTAR Electric (“NSTAR Electric”) asked by the Department of
Telecommunications and Energy and the Attorney General in the above-referenced
proceeding, as listed on the following page. Please note that the Company’s response to
RR-DTE-5 and several attachments related to the remaining responses are confidential
and are being filed under separate cover with the Hearing Officer and the Attorney
General only.

Thank you for your attention to this matter.

Very truly yours,

Pk el N

K. Habib

Enclosures

cc: Service List
Joan Foster Evans, Hearing Officer (2)
Colleen McConnell, Assistant Attorney General (2)
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NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: AG-1

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 1

Record Request AG-1 (Tr. 1, at 39)

Please provide copies of the pages in the FERC Form 1 documents for 2003, 2002
and 2001 which were used to determine Mr. Hevert’s depreciation analysis.

Response

Please refer to Attachment RR-AG-1 for the requested information.



Attachment RR-AG-1



Name of Respondent H\)is Re %rt ICS) inal ?ﬁte Sf Rsp)ort Year/Period of Report
n Original 0, Da, Yr, 2003/Q4
Ocean State Power (2) [T]A Resubmission 04/30/2004 Endof 70

DEPRECIATION AND AMORTIZATION OF ELECTRIC PLANT {Account 403, 404, 405)
(Except amortization of aquisition adjustments)

1. Report in section A for the year the amounts for : (b) Depreciation Expense (Account 403; (c) Depreciation Expense for Asset
Retirement Costs (Account 403.1; (d) Amortization of Limited-Term Electric Plant {Account 404); and (e) Amortization of Other Electric
Plant (Account 405).

2. Report in Section 8 the rates used to compute amortization charges for electric plant (Accounts 404 and 405). State the basis used to
compute charges and whether any changes have been made in the basis or rates used from the preceding report year.

3. Report all available information called for in Section C every fifth year beginning with report year 1971, reporting annually only changes
to columns (c) through (g) from the complete report of the preceding year.

Unless composite depreciation accounting for total depreciable plant is followed, list numerically in column (a) each plant subaccount,
account or functional classification, as appropriate, to which a rate is applied. Identify at the bottom of Section C the type of plant
included in any sub-account used.

In column (b) report all depreciable plant balances to which rates are applied showing subtotals by functional Classifications and showing
composite total. Indicate at the bottom of section C the manner in which column balances are obtained. f average balances, state the
method of averaging used.

For columns (c), (d), and (e) report available information for each plant subaccount, account or functional classification Listed in column
(a). If plant mortality studies are prepared to assist in estimating average service Lives, show in column (f) the type mortality curve
selected as most appropriate for the account and in column (g), if available, the weighted average remaining life of surviving plant. If
composite depreciation accounting is used, report available information called for in columns (b) through (g) on this basis.

4. If provisions for depreciation were made during the year in addition to depreciation provided by application of reported rates, state at
the bottom of section C the amounts and nature of the provisions and the plant items to which related.

A. Summary of Depreciation and Amortization Charges
Depreciation Amortization of
Line ) N Depreciation Expense for Asset Limited Term ortization of
No Functional Classification Xpense Refirement Costs Electric Plant ther Electric Total
- {Account 403) (Account 403.1) (Account 404) | Plant (Acc 405)
(a) {b) (c) (d) (e) 1)
1]intangible Plant
2{Steam Production Plant 12,247,925 12,247,925
3{Nuclear Production Plant
4{Hydraulic Production Plant-Conventional
5iHydraulic Production Plant-Pumped Storage
6]Other Production Plant
7| Transmission Plant 790,189 790,189
8] Distribution Plant _
9iGeneral Plant 131,698 131,698
10]{Common Plant-Electric
14 TOTAL 13,169,812 13,169,812

B. Basls for Amortization Charges

FERC FORM NO. 1 (REV. 12-03) Page 336 ; - Privileged Data




Name of Respondent This Report Is: Date of Report Year/Period of Report

s P (1) ﬁAﬂ Original {Mo, Da, Yr) End of 2002/04

Ocean State Power (2) 1A Resubmission 04/30/2003 ——
DEPRECIATION AND AMORTIZATION OF ELECTRIC PLANT (Account 403, 404, 405)

{Except amortization of aquisition adjustments)

1. Report in Section A for the year the amounts for: (a) Depreciation Expense (Account 403); (b) Amortization of Limited-Term Electric
Plant (Account 404); and (c) Amortization of Other Electric Plant (Account 405).

2. Report in Section 8 the rates used to compute amortization charges for electric plant (Accounts 404 and 405). State the basis used
to compute charges and whether any changes have been made in the basis or rates used from the preceding report year.

3. Report all available information called for in Section C every fifth year beginning with report year 1971, reporting annuaily only
changes to columns {c) through (g) from the complete report of the preceding year.

Uniless composite depreciation accounting for total depreciable plant is followed, list numerically in column (a) each plant subaccount,
account or functional classification, as appropriate, to which a rate is applied. Identify at the bottom of Section C the type of plant
included in any sub-account used.

In column (b) report all depreciable plant balances to Wthh rates are applied showing subtotals by functional Classifications and
showing composite total. Indicate at the bottom of section C the manner in which column balances are obtained. If average balances,
state the method of averaging used.

For columns (c), (d), and {e) report available information for each plant subaccount, account or functional classification Listed in column
(a). If plant mortality studies are prepared to assist in estimating average service Lives, show in column (f) the type mortality curve
selected as most appropriate for the account and in column (g), if available, the weighted average remaining life of surviving plant. If
composite depreciation accounting is used, report available information called for in columns (b) through (g) on this basis.

4. If provisions for depreciation were made during the year in addition to depreciation provided by application of reported rates, state at
the bottom of section C the amounts and nature of the provisions and the plant items to which related.

A. Summary of Depreciation and Amortization Charges
ne - o Depreciation Amortization of Amnortization of
N Functional Classification xpense Limited Term Elec- Other Electric Total
0. (Account 403) tric Plant (Acc 404) Plant (Acc 405)
@ (b) ©) ) (e)
11| Intangible Plant
2| Steam Production Plant 12,221,768 12,221,768
3| Nuclear Production Plant
4| Hydraulic Production Plant-Conventional
5| Hydraulic Production Piant-Pumped Storage
61 Other Production Plant
7| Transmission Plant 788,501 788,501
8| Distribution Plant
91 General Plant 131,417 131,417
10} Common Plant-Electric
111 TOTAL 13,141,686 13,141,686

B. Basis for Amortization Charges

FERC FORM NO. 1 (REV, 12-03) Page 336 .= Privileged Data



f Respondent This Report Is: Date of Report Year/Period of Report
Name of Responde Q) An Original (Mo, Da, Y1) End of 2001/Q4
Ocean State Power (2) A Resubmission 04/30/2003 _—

DEPRECIATION AND AMORTIZATION OF ELECTRIC PLANT (Account 403, 404, 405)
(Except amortization of aquisition adjustments)

1. Report in Section A for the year the amounts for: (a) Depreciation Expense (Account 403); (b) Amortization of Limited-Term Electric
Plant (Account 404); and (c) Amortization of Other Electric Plant (Account 405).

2. Report in Section 8 the rates used o compute amortization charges for electric plant (Accounts 404 and 405). State the basis used
to compute charges and whether any changes have been made in the basis or rates used from the preceding report year.

3. Report all available information called for in Section C every fifth year beginning with report year 1971, reporting annually only
changes to columns (c) through (g) from the complete report of the preceding year.

Unless composite depreciation accounting for total depreciable plant is followed, list numerically in column (a) each plant subaccount,
account or functional classification, as appropriate, to which a rate is applied. |dentify at the bottom of Section C the type of plant
included in any sub-account used.

In column (b) report all depreciable plant balances to which rates are applied showing subtotals by functional Classifications and
showing composite total. Indicate at the bottom of section C the manner in which column balances are obtained. If average balances,
state the method of averaging used.

For columns (c), (d), and {e) report available information for each plant subaccount, account or functional classification Listed in column
(a). ¥ plant mortality studies are prepared to assist in estimating average service Lives, show in column (f) the type mortality curve
selected as most appropriate for the account and in column (g), if available, the weighted average remaining life of surviving plant. If
composite depreciation accounting is used, report available information called for in columns (b) through (g) on this basis.

4. If provisions for depreciation were made during the year in addition to depreciation provided by application of reported rates, state at
the bottom of section C the amounts and nature of the provisions and the plant items to which related.

A. Summary of Depreciation and Amortization Charges
Line I . Depreciation Amortizaton of Amortizaton of
No. Functional Classification pense Limited Term Elec- Other Electric Total
- {Account 403) tric Plant (Acc 404) Plant (Acc 405)
(@) (b) (c) d) (e)
1] Intangible Plant
2| Steam Production Plant 12,121,447 12,121,447
3] Nuclear Production Plant
4| Hydraulic Production Plant-Conventional
5 Hydraulic Production Plant-Pumped Storage
6| Other Production Plant
7| Transmission Plant 782,029 782,029
8] Distribution Plant
91 General Plant 130,338 130,338
10| Common Plant-Electric
11| TOTAL 13,033,814 13,033,814

B. Basis for Amortization Charges

FERC FORM NO. 1 (REV. 12-03) Page 336 * .=Privileged Data



Name of Respondent '(r1h)is R[’gﬁ%rt I(s) inal ?ﬁte gf R$p)ort Year/Period of Report

n Origina o, Da, Yr, 2003/Q4

Ocean State Power, Il 2) [7]A Resubmission 04/30/2004 Endof __ 2009704
DEPRECIATION AND AMORTIZATION OF ELECTRIC PLANT (Account 403, 404, 405)

(Except amortization of aquisition adjustments)

1. Report in section A for the year the amounts for : (b) Depreciation Expense (Account 403; (c) Depreciation Expense for Asset
Retirement Costs {Account 403.1; (d) Amortization of Limited-Term Electric Plant (Account 404); and (e) Amortization of Other Electric
Plant (Account 405).

2. Report in Section 8 the rates used to compute amortization charges for electric plant (Accounts 404 and 405). State the basis used fo
compute charges and whether any changes have been made in the basis or rates used from the preceding report year.

3. Report all available information called for in Section C every fifth year beginning with report year 1971, reporting annually only changes
to columns (c) through (g) from the complete report of the preceding year.

Unless composite depreciation accounting for total depreciable plant is followed, list numerically in column (a) each plant subaccount,
account or functional classification, as appropriate, to which a rate is applied. Identify at the bottom of Section C the type of plant
included in any sub-account used.

In column (b) report all depreciable plant balances to which rates are applied showing subtotals by functional Classifications and showing
composite total. Indicate at the bottom of section C the manner in which column balances are obtained. If average balances, state the
method of averaging used.

For columns (c), (d), and (e) report availabie information for each plant subaccount, account or functional classification Listed in column
(a). If plant mortality studies are prepared to assist in estimating average service Lives, show in column (f) the type mortality curve
selected as most appropriate for the account and in column (g), if available, the weighted average remaining life of surviving plant. If
composite depreciation accounting is used, report available information called for in columns (b) through (g) on this basis.

4. If provisions for depreciation were made during the year in addition to depreciation provided by application of reported rates, state at
the bottom of section C the amounts and nature of the provisions and the plant items to which related.

A. Summary of Depreciation and Amortization Charges
Depreciation Amortization of
Line . o DeEpreciatIon Expense for Asset Limited Term Amortization of
N Functiona! Classification xpense Retirement Costs Electric Plant Other Electric Total
. {Account 403) {Account 403.1) (Account 404) Plant (Acc 405)
(@ {b) (© (d) {e) U]
1}Intangible Ptant
2} Steam Production Piant 9,657,543 9,657,543
3{Nuclear Production Flant
4| Hydraulic Production Plant-Conventional
5|Hydraulic Production Plant-Pumped Storage
6| Other Production Plant
7{Transmission Plant 616,439 616,439
8| Distribution Plant
9 General Plant
10iCommon Plant-Electric
11|TOTAL . 10,273,982 10,273,982

B. Basis for Amortization Charges

FERC FORM NO. 1 (REV. 12-03) Page 336 : = Privileged Data



Name of Respondent 2'1h)is Report Is: Date of Report Year/Period of Report

lﬁoAn Original {Mo, Da, Yr) 2002/Q4
Ocean State Power, II 2) A Resubmission 04/30/2004 Endof 20

DEPRECIATION AND AMORTIZATION OF ELECTRIC PLANT (Account 403, 404, 405)
(Except amortization of aquisition adjustments)

1. Report in Section A for the year the amounts for: (a) Depreciation Expense (Account 403); (b) Amortization of Limited-Term Electric
Plant (Account 404); and (c) Amortization of Other Electric Plant (Account 405).
2. Report in Section 8 the rates used to compute amortization charges for electric plant (Accounts 404 and 405). State the basis used
to compute charges and whether any changes have been made in the basis or rates used from the preceding report year.
3. Report all available information called for in Section C every fifth year beginning with report year 1971, reporting annually only
changes to columns (c) through (g) from the complete report of the preceding year.
Unless composite depreciation accounting for total depreciable plant is followed, list numerically in column (a) each plant subaccount,
account or functional classification, as appropriate, to which a rate is applied. ldentify at the bottom of Section C the type of plant
included in any sub-account used.
In column (b) report all depreciable plant balances to which rates are applied shawing subtotals by functional Classifications and
showing composite total. Indicate at the bottom of section C the manner in which column balances are obtained. If average balances,
state the method of averaging used.
For columns (c), (d), and (e) report available information for each plant subaccount, account or functionat classification Listed in column
(a). If plant mortality studies are prepared to assist in estimating average service Lives, show in column (f) the type mortality curve
selected as most appropriate for the account and in column (g), if available, the weighted average remaining life of surviving plant. If
composite depreciation accounting is used, report available information called for in columns (b) through (g) on this basis.
4. if provisions for depreciation were made during the year in addition to depreciation provided by application of reported rates, state at
the bottom of section C the amounts and nature of the provisions and the plant items to which related.

A. Summary of Depreciation and Amortization Charges
Line R . Depreciation Amorijzation of Amortization of
No Functional Classification pense Limited Term Elec- Other Electric Total
- (Account 403) tric Plant (Acc 404) Plant (Acc 405)
(a) {b) © (d) te)
1{ Intangible Plant
2| Steam Production Plant 9,656,754 9,656,754
3| Nuclear Production Plant
4| Hydraulic Production Plant-Conventional
5| Hydraulic Production Plant-Pumped Storage
6] Other Production Plant
71 Transmission Plant 616,389 616,389
8] Distribution Plant
9} General Plant
10| Common Plant-Electric
11| TOTAL 10,273,143 10,273,143

B. Basis for Amortization Charges

FERC FORM NO. 1 (REV. 12-03) Page 336 . "= Privileged Data



Name of Respondent This Report Is: Date of Report Year/Period of Report
State P I Q) An Originat {Mo, Da, Yr) End of 2001/Q4
Ocean State Power, (2) [T]A Resubmission 04/30/2002 —_—
DEPRECIATION AND AMORTIZATION OF ELECTRIC PLANT (Account 403, 404, 405)
(Except amortization of aquisition adjustments)

1. Report in Section A for the year the amounts for. (a) Depreciation Expense {(Account 403); (b) Amortization of Limited-Term Electric
Plant (Account 404); and (c) Amortization of Other Electric Plant (Account 405).

2. Report in Section 8 the rates used to compute amortization charges for electric plant (Accounts 404 and 405). State the basis used
to compute charges and whether any changes have been made in the basis or rates used from the preceding report year.

3. Report all available information called for in Section C every fifth year beginning with report year 1971, reporting annually only
changes to columns {(c) through (g) from the complete report of the preceding year.

Unless composite depreciation accounting for total depreciable plant is followed, list numerically in column (a) each plant subaccount,
account or functional classification, as appropriate, to which a rate is applied. Identify at the bottom of Section C the type of plant
included in any sub-account used.

In column (b) report all depreciable plant balances to which rates are applied showing subtotais by functional Classifications and
showing composite total. Indicate at the bottom of section C the manner in which column balances are obtained. If average balances,
state the method of averaging used.

For columns (c), (d), and (e) report available information for each plant subaccount, account or functional classification Listed in column
(a). If plant mortality studies are prepared to assist in estimating average service Lives, show in column (f) the type mortality curve
selected as most appropriate for the account and in column (g), if available, the weighted average remaining life of surviving plant. If
composite depreciation accounting is used, report available information called for in columns (b) through (g) on this basis.

4. If provisions for depreciation were made during the year in addition to depreciation provided by application of reported rates, state at
the bottom of section C the amounts and nature of the provisions and the plant items to which related.

A. Summary of Depreciation and Amortization Charges
L':f Functional Classification Deé(wggl;a'sigon L.ﬁrrl?g&' Zraenr?r? gl‘ec- A&ﬁg;zEa—lﬁe'%rl‘ri%t Total
- {Account 403) tric Plant (Acc 404) Plant (Acc 405)
(a) (b) (t% d) (e)

1| Intangible Piant
2| Steam Production Plant 9,648,053 ‘ 9,648,053
3] Nuclear Production Plant
41 Hydraulic Production Plant-Conventional
5| Hydraulic Production Plant-Pumped Storage
6| Other Production Plant
7| Transmission Plant 615,833 615,833
8| Distribution Plant
9} General Plant

10{ Common Plant-Electric

11| TOTAL 10,263,886 10,263,886

B. Basis for Amortization Charges

FERC FORM NO. 1 (REV. 12-03) Page 336 s : - Privileged Data




NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: AG-2

October 18, 2004

Person Responsible: Geoffrey O. Lubbock
Page 1 of 1

Record Request AG-2 (Tr. 1, at 59

Please provide a copy of the chapter in the book Princibles of Corporate Finance,
Brealy, Myers, Sick, Giammarino 1990 ISBN: 0-07-549923-1 referenced in
footnote 3 of Exhibit AG-3-3.

Response

Please refer to Attachment RR-AG-2 for a copy of the requested document.



Attachment RR-AG-2
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6

MAKING INVESTMENT
DECISIONS WITH THE NET
PRESENT VALUE RULE

We hope that by now you are convinced that wise investment decisions are based
on the net present value rule. In this chapter we can think about how to apply
the rule to practical investment problems, Our task is threefold. The first issue is
to decide what should be discounted. We know the answer in principle: discount
cash flows. But useful forecasts of cash flows do not arrive on a silver platter.
Often the financial manager has to make do with raw data supplied by specialists
in product design, production, marketing, taxation and so on, and must check
such information for relevance, completeness, consistency, and accuracy and
then pull everything together into a usable forecast.

Our second task is to explain how the net present value rule should be used
when there are project interactions. These occur when a decision about one
project cannot be separated from a decision about another. Project interactions
can be extremely complex. We will make no attempt to analyze every possible
case. But we will work through most of the simple cases, as well as a few examples
of medium complexity.

Our third task is to develop procedures for coping with capital rationing or
other situations in which resources are strictly limited. There are two aspects to
this problem. One is computational. Resource constraints often create problems
of such complexity that a hunt-and-peck search for the right answer cannot cope
with the vast number of alternatives. Linear programming can solve this problem
and help the financial manager handle some project interactions at the same
time. The other part of the problem is deciding whether capital rationing really
exists and whether it invalidates net present value as a criterion for capital
budgeting. Our discussion of these issues will take us back to the first principles
outlined in Chapter 2.
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Table 6-1

i
IMEC's Guane Project —Initial Projections (figures in thousands of dollars) ey
Period 0 1 2 3 4 5 [ 7
1. Capital investment 10,000 -1,000°
2. Undepreciated capital cost at year end . 10,000 7,000 4,900 3,430 2,401 1,681 1,177 - 176° g
3. Working capital 500 1,065 2,450 3,340 2,225 1,130 0 ;
4. Total book value® (2 + 3) 10,000 7,500 5,965 5,880 5,741 3,906 2,306 -176 :'
5. Sales 475 10,650 24,500 33,400 22,250 11,130
6. Operating costs 761 6,388 14,690 20,043 13,345 6,678 <
7. Other costs 4,000 2,000 B,
8. Capital cost allowance (30% for Class 10) 3,000 2,100 1,470 1,029 720 504 353 g
9. Taxable income (5—6—7~8) —4,000 ~5,286 2,162 8,340 12,328 8,185 3,948 -353
10. Tax at 36% - 1,440 —1,903 778 3,002 4,438 2,947 1,421 —-127
11. Profit after taxc (9 ~ 10) -2,560 —3,383

1,384 5.338

7.890 5,238 2,527 —50¢

2 Salvage value.

b UCC of $824 in period 7 less salvage value. Since this is negative, it gives a reduction in future CCA tax shields on IM&C’s other Class 10 assets.
¢ Based on depreciation charges being equal to CCA.

4 This includes the $176 profit on salvage: —353 ={~127) + 176 = —50,

Table 6-2
IM&C’s Guano Project—-Revised Projections Reflecting Inflation (figures in thousands of dollars)
Period 1] 1 2 3 4 5 6 7
1. Capital investment 10,000 —1,949°
2. Undepreciated capital cost at year end 10,000 7,000 4,900 3,430 2,401 1,681 1,177 —1,125°
3. Working capital . 550 1,289 3,261 4,890 3,583 2,002 0
4, Sales 523 12,887 32,610 48,901 35,834 19,717
5. Operating costs 837 7,729 19,552 29,345 21,492 11,830
6. Other costs 4,000 2,200
7. Capital cost allowances (30% for Class 10) 3,000 2,100 1470 1,029 720 S04 353
8. Taxable income {(4~5-6~7) —-4,000 -5514 3,058 11,588 18527 13,622 7,383 -353
9. Tax at 36% —-1,4406 1,985 1,101 4,172 6,670 4,904 2,658 - 127
10. Profit after tax (8—9) -2,560 -3,529 1,957 7416 11,857 8,718 4,725 —899¢

* Salvage value.
® UCC of $824 in period 7 less salvage value.
. “Includes $1,125 profit on salvage,

Table 6-3
IM&C’s Guano Project—Cash Flow Analysis (figures in thousands of dollars)

Period 0 1 2 3 4 5 6 7
1. Sales 523 12,887 32,610 48,901 35,834 19,717
2. Operating and other costs 4,000 3,037 7729 19,552 29,345 21,492 11,830
3. Tax on operations -1,440 -1,985 1,101 4,172 6,670 4,904 2,658 —127
4. Cash flow from operations (1-2-3) -2,560 ~529 4,057 8,886 ~12,886 9,438 5,229 127
5. Change in working capital -550 -739 -1,972 -1,629 1,307 1,581 2,002
6. Capital investment and disposal ~10,000 1,949
7. PV of CCA tax shields lost on other projects - 243
8. Net cash flow and lost tax shield (4 + 5 + 6 + 7 —12,560 ~1,079 3,318 6,914 11,257 10,745 6,810 3,835
9, Present value at 20% —~12,560 —89%9 2,303 4,003 5426 4,319 2,281 1,070

Net present value = $5,943

* Salvage value exceeds UCC (Table 6-2, line 2, column 7) by 1,125, so PV of lost CCA tax shields on other projects = m—sozg_;ozﬂ = 243
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NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: AG-3

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 1

Record Request AG-3 (Tr. 1. at 150)

Please refer to Exhibit AG-1-30 (Att) at page 4. Please recalculate Mr. Hevert’s
analysis reflected in this attachment by fixing the power market price at the
current level from the years 2005 through 2011.

Response

CONFIDENTIAL ATTACHMENTS

Please refer to Attachment RR-AG-3(a) CONFIDENTIAL CD-ROM for a
recalculation of Mr. Hevert’s analysis fixing the power market prices at the
current level from the years 2005 through 2011. The recalculation of the power
prices fixed at current levels results in savings of 17.67 percent. In addition,
Attachment RR-AG-3(b) CONFIDENTIAL CD-ROM performs the same
calculation, but adjusts the inflation rate as requested in Record Request DTE-4,
resulting in savings of 19.55 percent.



NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: AG-4

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 1

Record Request AG-4 (Tr. 1. at 151)

Please refer to Exhibit DTE-2-6(a) (Att). Please provide a complete, updated
copy of the entire Blue Chip Forecast.

Response

Please refer to Attachment AG-4 for a copy of the Blue Chip Economic
Indicators, Vol. 29, No. 10, October 10, 2004. Please note that there is no
material change in the projected Consumer Price Index, cited in Exhibit DTE-2-6.
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Persistence Of High Energy Prices Is Depressing Forecasts Of GDP Growth In 2005

Domestic Commentary The consensus forecast of inflation-adjusted
growth in gross domestic product (real GDP) this year rose for the first
time since June as analysts’ factored in an upward revision in the gov-
ernment’s latest estimate of growth in Q2 and raised their own fore-
casts of GDP growth in Q3. This offset a drop in the consensus
forecast of Q4 growth and lifted the forecast of the year-over-year
(y/y) percent change in real GDP 0.1 of a percentage point to its Au-
gust level of 4.4%. Real GDP is now believed to have increased at an
annualized rate of 3.8% in the quarter just ended, 0.4 of a point higher
than a month ago and half a percentage point higher than the upwardly
revised rate of 3.3% in Q2. The predicted growth rate in Q4, however,
fell 0.2 of a point over the past month to 3.7%. As recently as August,
the consensus predicted that growth in the second half of this year
would hit at least 4%. Moreover, the consensus forecast of y/y real
GDP growth in 2005 fell 0.1 of a point to 3.5% this month, marking
the third consecutive drop of that magnitude. Real GDP on a fourth
quarter-over-fourth quarter basis (Q4/Q4) is now forecast to hit 3.8%
this year and 3.5% in 2005. That represented a 0.1 of a point increase
in the 2004 estimate while the 2005 forecast went unchanged.

This month’s rebound in the consensus forecast of Q3 GDP growth
appears to stem from increased optimism about the pace of consumer
spending, construction activity and inflation. A sharp upward revision
in the government’s estimate of personal consumption expenditures
(PCE) in July and a solid rise in September vehicle sales hint of a
sizable acceleration in consumption during Q3 despite disruptions
along the East Coast due to repeated hurricanes. The consensus now
predicts — perhaps conservatively — that real PCE grew at an annual-
ized rate of 3.8% in Q3 versus the paltry 1.6% reading in Q2. More-
over, better than expected total construction spending data for August
and an upward revision to July’s figures point to stronger than previ-
ously thought residential and business investment during the quarter.
A drop in inflation versus what we saw in the first half of this year
also appears to have boosted inflation-adjusted PCE growth in Q3.
The personal consumption deflator was unchanged in July and August
after surging at annualized rates of 3.3% in Q1 and 3.1% in Q2 and
likely grew at an annualized rate of only 1.0% or so during Q3.

Now troubling analysts about economic prospects in Q4 of this year
and in 2005 is the renewed surge in the price of crude oil and its de-
rivative products that threaten continued strength in consumer spend-
ing, business investment and corporate profits. Crude oil is now
trading comfortably above $50 per barrel (West Texas Intermediate),
home heating oil is at record levels and gasoline prices are once again
on the rise. Few, if any analysts anticipated this year’s sharp rise in
crude oil prices and most thought it would prove relatively temporary.
Indeed, many suspected that energy prices had peaked this spring
when crude traded up to the mid-$40 per barrel level. Prices subse-
quently fell back to the mid-$30’s by early July and gasoline prices
fell over the remainder of the summer despite a rebound in crude
prices. The increase in oil prices from the low-$40’s to its recent peak
of over $53 per barrel has come as a major surprise. As recently as a
month ago, the consensus predicted that crude oil prices would fall to
below $40 per barrel by the end of this year and to less than $34 per
barrel by the end of 2005. However, soaring demand due to the
strongest global economic growth in a generation, and a variety of
events that have served to constrain supply, are now making analysts
at least consider the possibility that energy prices may remain elevated
well into next year.

Unfortunately, this comes at a time when other factors were already
expected to dampen consumption and investment in 2005. The Federal
Reserve has already begun reversing the super-accommodative mone-
tary policy enacted during the 2001-2003 period and most analysts
anticipate further interest rates hikes over the coming year. Fiscal
policy also is likely to become more restrictive in 2005 as federal
spending ebbs after several years of sizable increases. Moreover large

federal budget deficits argue against passage of major tax cuts on par
with those seen in recent years. Nonetheless, analysts were, and for the
most part remain, confident that accelerating job and wage growth
would keep personal consumption on a solid footing, and that coupled
with continued strength in capital spending, GDP growth would
merely slow to a trend-like pace of 3.5%-4.0% in 2005. However, the
possibility that energy prices will stay near current levels or move
even higher has raised the specter of a sharper slowdown in consump-
tion and investment next year.

Most analysts currently appear to view the renewed surge in energy
prices as a larger threat to the pace of economic growth than a precur-
sor of higher inflation down the road. This may be in part due to the
fact that inflation slowed in Q3 from its first half pace. The Consumer
Price Index (CPI) fell 0.1 of a point in July and rose only 0.1 of a point
in August. For the entire quarter it likely rose at an annualized rate of
2% or less compared with rates of 4.8% in Q2 and 3.5% in Q1. The
growth rate of the CPI excluding food and energy prices, too, eased
this summer, falling from a y/y pace of 1.9% in June to 1.7% in Au-
gust. A majority of business economists currently think that intense
competitive forces and still strong productivity growth will prevent a
significant pass-through of sharply higher input prices (oil and a host
of other commodities) into the costs of finished goods and services,
raising core inflation in the process. The consensus looks for the CPI
to increase 3.2% on a Q4/Q4 basis this year but rise only 2.3% in
2005. Most of this retreat is expected to result from lower energy
prices. As of last month, the consensus foresaw a December-over-
December increase of 2.2% in the core CPI during 2005, matching its
expected rise this year.

The consensus nonetheless believes the most recent run up in energy
prices will serve to cap the annualized rate of real PCE growth in the
final quarter of this year to 2.9%, perhaps a full percentage point or
more slower than in Q3. Growth in Q4 business investment may also
be curtailed if energy prices continue to rise as cautious executives
scale back purchases of software and equipment. For all of 2004, the
consensus expects real PCE will be up 3.5% on a calendar year basis
and that nonresidential fixed investment will register growth of 9.9%.
The real PCE estimate rose 0.1 of a point over the past month while
the forecast of nonresidential investment jumped 0.4 of a point. The
consensus now forecasts total housing starts will hit 1.92 million units
in 2004, the highest estimate of the year. The consensus estimate of
total unit sales of cars and trucks remained at 16.8 million units.

Next year’s consensus estimate of a 3.5% real GDP growth will be
supported by real PCE growth of 3.1% and an 8.3% increase in non-
residential fixed investment, says the consensus. The PCE estimate
was unchanged from a month ago but the estimate of business invest-
ment fell 0.2 of a point. Corporate profits will increase 9.7% in 2005
following a 16.0% gain this year, according to the consensus. Housing
starts next year will total 1.78 million units, 7.3% below the 2004
level. Total industrial production will register y/y growth of 4.6% next
year following growth of 4.7% in 2004.

International Commentary Canada’s economy continues to exhibit
solid growth and real GDP will expand by 2.9% this year and 3.4% in
2005, says the consensus. Growth in the UK., on the other hand, will
likely slow to 2.7% in 2005 after growing by 3.3% this year. Many
analysts suspect that high crude oil prices pose particularly large risks
to Asia’s manufacturing-based economies next year (see pages 6 and
7 for international forecasts).

Special Questions This issue contains our latest long-range survey
results. On page 14 are forecasts for all the variables found on pages 2
and 3 for the years 2006 through 2010 and an average for the five-year
period 2011-2015. Page 15 compares our most recent survey results
with those obtained last October and the latest estimates of the Bush
Administration and the Congressional Budget Office.
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2004 Real GDP Consensus Forecast Rises Back To 4.4%

---mrsemeeeceee Percent Change 2004 From 2003 (Year-Over-Year) ————-—— " [--— Average For 2004 —- | - Total Units-2004 - -2004-
( 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
:~  | Real GDP GDP Nominal Consumer Indust. Dis. Pers. Personal Non-Res.  Corp. Treas. Treas. Unempl.| Housing Auto/Truck Net
i1 (Chained) Price ~ GDP Pricc  Prod. Income Cons.Exp Fix.Inv.  Profits Bills Notes Rate Starts Sales Exports
SOURCE VTR (20008)  Index  (Cur$) Index  (Total) (2000$) (20008) (20008) (Cur.$) | 3-mo. 10-Year (Civ) | (Mil)  (Mil) | (2000%)
Bear, Steams & Co. 46 H 2.1 6.8 2.6 46 31 36 10.1 16.9 14 44 55 1.85 16.5 -575.3
Conference Board* 46H 2.1 6.7 2.5 55H 28 3.8 9.9 236 H| 13 44 55 1.95 17.0 -570.1
Genetski.com 46H 21 6.7 27 47 31 na na 16.6 14 43 55 na 16.8 na
Naroff Economic Advisors 45 27H 72H 29H 52 35 32L 90 15.0 13 44 54 L| 194 16.7 -570.0
Wachovia 4.5 2.5 6.7 2.6 4.6 33 36 103 173 1.5 43 55 1.94 16.8 -574.0
Deutsche Bank Securities 45 23 6.9 2.7 4.2 33 3.6 10.0 na 15 43 55 na na -570.0
Moody's Investors Service 45 22 6.8 2.6 4.4 3.1 36 9.7 16.7 14 44 5.5 1.92 16.7 -561.0
Perna Associates 45 2.1 6.7 2.6 4.8 3.1 3.6 103 16.6 14 43 55 1.92 16.6 -575.0
Action Economics 4.5 2.1 6.7 2.6 4.6 3.1 35 9.6 176 - | 14 43 55 1.96 17.2 H} -561.0
ClearView Economics 4.5 2.1 6.6 2.7 47 33 3.6 10.0 15.8 14 42 55 1.94 17.1 -575.0
Standard & Poors Corp.* 45 2.1 6.4 2.6 45 33 38 10.2 12.9 14 44 55 1.93 16.7 -579.8
Morgan Stanley 45 2.0 6.5 2.6 45 3.1 3.6 103 16.8 14 43 5.5 1.92 16.7 -575.6
Banc of America Corp. 45 I8L 63L 26 4.4 35 3.6 10.1 23.0 14 43 55 193 16.3 -571.0
Credit Suisse First Boston 44 2.5 6.6 26 4.6 na 35 9.4 18.2 na 41 L 55 na na -568.8
Federal Express Corp. 4.4 2.4 6.8 2.7 44 3.1 3.6 9.5 15.8 13 43 5.5 1.95 16.6 -577.2
J.W. Coons Advisors 4.4 2.3 6.7 24 L 46 31 35 125H 178 15 43 55 200H 170 -584.0
Wells Capital Management 4.4 22 6.7 29H 46 32 35 10.6 16.2 14 43 55 1.92 16.6 -577.0
Nomura Securities 44 22 6.7 2.6 45 3.0 3.6 10.0 15.6 14 43 5.5 1.92 17.1 -577.0
UBS Warburg 4.4 22 6.7 25 45 31 35 9.8 na 15 43 56 Hi 1.89 na -575.0
LaSalle National Bank 44 22 6.7 2.7 48 na 34 9.8 16.5 13 43 56H; 180 L 166 -546.8
Wayne Hummer Investments LLC* 44 2.2 6.6 27 5.3 33 34 9.8 17.0 14 44 55 1.91 16.8 -553.0
Econoclast 44 22 6.6 2.6 5.3 37 32 L 102 11.8 14 45H 55 1.81 16.6 -543.0
National City Corporation 44 2.1 6.7 2.6 4.4 34 3.7 105 15.2 13 43 5.5 1.94 17.2 H| -586.3
Northem Trust Company 44 2.1 6.6 2.6 44 na 35 10.0 na 1.3 43 56H| 193 16.8 -586.5
U.S. Chamber of Commerce 44 21 6.6 2.7 438 27L 34 10.1 na 1.3 45H 55 1.91 na -581.4
Prudential Equity Group, LLC 44 2.1 6.6 26 4.7 31 35 103 19.4 13 43 5.5 1.89 16.6 -580.1
National Assn. of Home Builders 4.4 2.1 6.6 2.6 5.0 32 36 10.0 15.0 13 43 5.5 1.93 16.7 -575.2
SOM Economics, Inc. 4.4 2.1 6.5 2.7 45 3.0 34 9.8 12.0 14 43 5.5 1.94 17.0 -570.0
J P MorganChase 44 2.0 6.5 2.6 5.4 3.1 3.6 10.2 14.6 1.5 44 5.5 1.92 16.7 -589.0
Schwab Washington Research Group* 4.4 2.0 6.5 26 4.6 29 36 10.1 16.0 14 43 55 1.94 17.1 -576.0
Macroeconomic Advisers, LLC** 44 2.0 6.5 26 4.6 29 3.6 10.1 12.3 14 43 5.5 1.94 171 ~575.0
Fannie Mae 44 2.0 6.5 2.6 4.6 2.9 36 10.0 16.1 14 43 5.5 1.91 na -574.5
BMO Nesbitt Bums 43 2.3 6.7 2.6 45 35 34 10.3 15.0 14 43 5.5 1.91 16.6 -579.0
Eaton Corporation 43 23 6.7 25 5.2 3.1 33 9.5 134 13 43 55 191 16.6 -549.1
Merrill Lynch Economics 43 22 6.6 2.6 43 29 35 94 na 1.5 43 56 H| 1.95 16.5 -572.0
Ford Motor Company* 43 22 6.6 24 L 49 33 33 9.1 na 16 H 43 55 1.91 na -553.1
Comerica Bank* 43 22 6.6 2.7 39L 37H 39H 80L 170 13 43 54 L{ 1.83 17.0 -550.0
UCLA Business Forecasting Proj.* 43 22 6.5 2.6 46 3.0 3.5 9.3 90 L| 1.3 43 55 1.93 16.7 -563.7
Swiss Re 43 2.1 6.5 2.6 46 3.0 35 10.2 139 14 43 55 1.92 17.0 -570.0
Goldman Sachs & Co. 43 2.1 6.4 2.6 45 3.0 34 9.8 14.0 1.6 H 43 55 1.92 16.2 L| -583.5
Motorola 43 2.1 6.4 2.6 45 33 35 10.5 na 14 44 55 1.95 16.7 -580.2
Global Insight 43 2.1 6.4 2.6 4.5 33 35 10.5 16.3 13 44 55 1.93 16.8 -580.2
Turning Points (Micrometrics) 42 L 23 6.5 2.7 49 32 34 10.1 14.4 14 4.4 55 1.93 16.9 -592.1 L
Inforum - Univ. of Maryland 42 L 22 6.6 2.7 4.7 3.1 35 9.6 15.4 13 44 55 1.98 16.6 -567.0
DuPont** 42 L 22 6.5 2.6 4.4 34 34 9.1 17.0 13 44 55 1.86 17.0 -578.0
Eggert Economic Enterprises, Inc. 42 L 22 6.4 2.8 5.1 3.5 33 9.6 17.3 1.3 44 55 1.90 16.9 -580.0
Georgia State University* 42 L 22 6.4 29H 438 33 32L 91 113 13 44 5.6 1.94 16.5 -538.6 H
Daiwa Institute of Research America 42 L 21 6.4 2.7 43 2.8 3.4 9.5 18.5 1.2 L 42 56 H 193 16.5 -586.0
General Motors Corporation 42 L 21 63L 28 4.6 2.8 3.5 9.4 15.6 14 4.4 55 1.92 17.0 -581.9
Kellner Economic Advisers 42 L 21 63 L 26 4.8 33 34 9.8 16.5 14 43 5.5 1.88 16.6 -550.0
U.S. Trust Co. 42 L 20 6.4 2.6 4.8 3.1 3.6 9.7 18.9 14 43 5.5 1.95 16.7 -587.6
2004 Consensus: October Avg. 44 2.2 6.6 26 4.7 3.2 3.5 99 160 14 43 55 192 16.8 | -571.9
Top 10 Avg. 45 2.4 6.8 2.8 52 35 37 10.6 19.2 1.5 44 5.6 1.96 17.1 -550.6
Bottom 10 Avg. 4.2 2.0 6.4 2.5 43 2.9 33 9.1 12.5 13 43 5.5 1.87 16.5 -585.8
September Avg. 4.3 22 6.6 2.7 48 33 34 9.5 16.4 14 44 5.5 1.90 16.8 -567.2
Historical Data: 2000 3.7 22 5.9 34 44 48 4.7 8.7 -39 58 6.0 4.0 1.57 17.8 -379.5
2001 0.8 24 32 28 -34 1.9 2.5 42 -6.2 34 50 4.7 1.60 17.5 -399.1
2002 1.9 1.7 35 16 -06 31 3.1 -8.9 14.0 16 46 5.8 1.71 17.1 -472.1
2003 3.0 1.8 49 23 0.2 23 33 33 16.8 1.0 40 6.0 1.85 17.0 -518.5
Number Of Forecasts Changed From A Month Ago:
Down 3 20 9 24 27 26 6 7 17 6 36 14 2 10 19
Same 20 27 21 20 18 15 19 17 12 31 12 36 17 23 8
Up 28 4 21 7 6 7 25 26 15 13 3 1 29 11 23
October Median 4.4 2.1 6.6 2.6 4.6 3.1 35 10.0 16.2 14 43 55 1.93 16.7 -575.0
October DiffusionIndex 75% 34% 62% 33% 29% 30% 69% 69% 48 %| 57% 18% 37% 78% 51% 54 %

*Former winner of annual Lawrence R, Klein Award for Blue Chip Forecast Accuracy **Denotes two-time winner.
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2005 Real GDP Consensus Forecast Slips To 3.5%

--—————-— Percent Change 2005 From 2004 (Year-Over-Year) —-——cwmmeemneee |« Average For 2005 —— | - Total Units-2005 - -2005-
October 2004 o 2 3 4 5 6 7 8 9 0 11 12| 135 14 15
Forecast Or 2005 ©]Real GDP GDP Nominal Consumer Indust. Dis. Pers. Personal Non-Res. Corp. Treas. Treas. Unempl.| Housing Auto/Truck Net
[ Price  GDP Price  Prod. Income Cons.Exp Fix.Inv. Profits Bills  Notes Rate Starts Sales Exports
SOURCE NIRRT Index (Cur.$) Index (Total) (20008) (20008) (20008) (Cur ) | 3-mo. 10-Year (Civ) | (Mil)  (Mit) | (2000%)
Conference Board* 54H 18 7.3 34H 69H 24 47H 151 H 223 33 5.3 47 L] 191 17.8 H| -625.0
Genetski.com 4.7 22 6.8 26 4.9 31 na na 9.9 32 53 54 na 17.1 na
Action Economics 43 23 6.8 2.2 53 33 37 8.1 13.8 31 5.0 53 1.93 17.7 -528.5
Bear, Steams & Co., Inc. 42 2.3 6.6 2.1 53 3.7 39 9.2 89 32 5.6 50 175 17.0 -603.9
Deutsche Bank Securities 4.1 2.0 6.2 22 32 37 3.1 8.1 na 34 5.1 52 na na -550.6
National City Corporation 4.0 1.7 5.9 2.0 45 4.0 38 10.8 6.5 27 49 52 1.84 17.2 -581.4
Eaton Corporation 39 35H 75H 23 6.2 3.6 3.0 10.7 6.5 2.8 48 52 1.83 16.8 -553.3
Fannie Mae 3.9 15 5.4 2.1 5.9 33 3.2 10.8 59 25 4.5 52 1.80 na -543.8
Macroeconomic Advisers, LLC** 39 12 L 52 1.8 58 38 33 10.5 18.4 2.8 49 5.1 1.81 17.2 -544.6
Moody's Investors Service 38 2.2 6.1 26 39 3.0 36 82 11.0 29 52 52 1.77 16.6 -560.0
Nomura Securities 38 2.0 59 2.4 4.8 35 34 9.8 4.0 2.8 49 53 1.78 17.6 -540.0
ClearView Economics 3.8 20 58 2.8 4.7 4.1 34 83 92 -1 31 5.0 5.0 1.82 17.4 -567.0
Perna Associates 3.7 22 6.0 2.7 4.1 2.9 33 9.7 7.8 2.7 5.2 53 1.67 16.4 -588.0
J P MorganChase 37 2.0 58 22 5.0 37 36 9.6 7.7 33 5.6 5.0 1.63 16.7 -629.0
Prudential Equity Group, LLC 37 2.0 57 24 5.0 3.0 3.1 7.8 9.0 2.7 4.9 52 1.67 17.0 -577.8
National Assn. of Home Builders 37 1.7 55 21 5.6 3.6 32 8.0 8.0 2.8 5.0 53 1.85 16.8 -545.0
Swiss Re 3.7 1.5 53 22 53 2.7 2.8 11.3 715 33 52 5.1 1.85 17.0 -557.0
Banc of America Corp. 3.6 2.1 57 24 35 3.6 31 85 12.0 29 4.8 54 1.85 16.7 -567.0
LaSalle National Bank 3.6 2.0 57 2.1 5.2 na 3.0 15 6.7 28 4.5 54 1.70 16.8 -502.0
Eggert Economic Enterprises, Inc. 3.6 1.8 54 2.4 55 37 34 9.0 8.1 29 54 5.2 1.65 17.1 -555.0
Credit Suisse First Boston 3.6 1.7 56 2.5 43 na 31 82 6.3 na na 52 na na -592.2
U.S. Trust Co. 3.6 14 5.1 2.1 57 3.1 32 7.3 5.1 2.4 4.7 49 1.89 16.8 -611.3
Comerica Bank* 35 2.6 6.2 2.8 3.7 2.5 2.9 7.0 12.0 2.5 5.1 52 1.72 16.7 -585.0
Wells Capital Management 35 24 6.1 33 43 29 3.0 10.7 6.3 2.8 4.8 52 1.81 159 L| -603.0
Ford Motor Company* 35 2.1 6.0 2.0 6.0 3.7 31 9.8 na 31 53 53 1.65 na -506.2
‘Wayne Hummer Investments LLC* 35 2.1 5.7 27 5.0 34 34 9.0 8.9 31 55 53 1.76 16.7 -484.0 H
Econoclast 35 2.0 5.5 2.0 4.1 3.6 2.5 8.9 15 2.3 4.5 53 1.68 16.6 -519.0
U.S. Chamber of Commerce 35 1.8 53 23 57 42H 29 53 na 29 57 52 1.66 na -597.6
Morgan Stanley 35 1.6 52 2.6 5.1 4.0 33 10.7 7.4 2.6 4.8 55 1.83 16.4 -609.7
Schwab Washington Research Group* 35 13 4.9 2.0 4.9 34 3.1 9.8 5.0 2.5 4.7 53 1.83 17.1 -568.0
Federal Express Corp. 3.4 2.7 6.1 3.0 3.6 3.0 3.4 7.5 7.0 2.4 51 54 1.85 16.2 -570.0
Northern Trust Company 34 2.4 6.0 28 31 na 3.0 7.4 na 23 4.7 54 1.84 16.5 -624.8
J.W. Coons Advisors 34 2.2 57 27 5.0 3.1 3.0 11.1 11.2 2.7 4.6 5.4 200H 171 -633.0
Standard & Poors Corp.* 3.4 1.9 5.4 20 4.0 2.4 2.8 41 L 365 2.8 5.0 54 1.78 16.8 -526.5
BMO Nesbitt Burns 33 2.1 55 24 35 3.6 2.5 104 8.0 32 48 52 1.75 16.7 -588.0
SOM Economics, Inc. 33 2.1 54 2.6 4.1 2.7 2.9 8.5 5.0 2.9 4.6 5.2 1.75 17.3 -568.0
Global Insight 33 1.9 5.4 19 37 2.6 2.9 7.4 73 2.8 5.0 54 1.79 17.0 -546.9
Motorola 33 1.9 5.4 19 37 2.6 29 14 na 2.9 50 53 1.78 17.1 -546.9
UCLA Business Forecasting Proj.* 33 1.8 52 2.7 4.5 31 32 4.1 495 H| 2.6 4.5 5.5 157 L 169 -546.4
General Motors Corporation 33 1.7 5.1 2.8 5.7 33 32 84 2.3 2.5 53 54 1.63 17.0 -5333
Wachovia 32 2.7 6.0 2.7 5.0 37 3.0 5.6 10.2 2.7 5.1 5.3 1.87 17.3 -583.0
Naroff Economic Advisors 32 23 55 25 35 37 31 6.5 9.7 39H 59H 438 1.74 16.9 -560.0
Inforum - Univ. of Maryland 32 2.2 55 2.8 4.8 30 23L 76 43 29 53 53 1.90 16.2 -499.0
UBS Warburg 32 1.6 49 1.7L 44 34 25 7.0 na 33 53 54 1.75 na -544.0
Goldman Sachs 3.0 22 5.3 2.4 30L 34 2.6 9.4 -1.3 L| 32 4.9 52 1.79 16.2 -589.0
Kellner Economic Advisers 3.0 2.0 5.0 24 4.2 34 3.0 72 8.0 25 4.7 55 1.70 16.4 -550.0
Merrili Lynch Economics 3.0 1.8 4.8 18 33 20L 27 44 na 22 3.9 5.6 1.80 16.2 -568.0
Tuming Points (Micrometrics) 29 22 5.1 27 48 31 3.0 8.2 9.7 3.1 4.8 5.3 1.96 17.3 <6714 L
Daiwa Institute of Research America 2.8 2.0 4.9 2.1 30L 30 31 6.0 6.6 10L 37L 57H] 181 16.3 -648.0
Georgia State University* 2.8 1.9 4.7 29 48 31 2.4 6.2 5.1 2.6 5.1 57 H| 1.68 16.2 -484.8
DuPont** 25L 20 46 L 23 30L 26 2.5 53 7.0 2.3 48 53 1.75 17.1 -588.0
2005 Consensus: October Avg. 3.5 2.0 5.6 24 46 33 3.1 8.3 9.7 . |28 5.0 53 | 178 16.8 | -567.3
Top 10 Avg. 4.1 2.5 6.4 2.9 57 39 3.6 10.7 18.5 33 55 55 1.90 17.3 -512.3
Bottom 10 Avg. 3.0 1.5 4.9 19 33 2.6 2.6 55 4.2 22 4.4 5.1 1.65 16.2 -623.2
September Avg, 3.6 2.0 57 24 49 34 31 8.5 85 2.8 5.1 53 1.75 16.9 -558.7
Number Of Forecasts Changed From A Month Ago:
Down 19 18 29 16 26 24 18 12 19 19 36 11 3 11 24
Same 24 23 11 17 18 16 16 19 10 18 10 32 19 23 10
Up 8 10 11 18 7 8 16 19 15 13 4 8 26 10 16
October Median 3.5 2.0 55 24 4.8 33 3.1 8.2 7.8 2.8 5.0 53 1.78 16.8 -567.0
October DiffusionIndex 39% 42% 32% 52% 31% 33% 48% 57% 45 %| 44% 18% 47%| 74% 49 % 42 %

*Former winner of annual Lawrence R. Klein Award for Blue Chip Forecast Accuracy **Denotes two-time winner,

BASIC DATA SOURCES: !Gross Domestic Product (GDP), chained 20008, National Income and Product Accounts (NIPA), Bureau of Economic Analysis (BEA); 2GDP Chained Price
Index, NIPA, BEA, 3GDP, current dollars, NIPA, BEA, 4Consumer Price Index-All Urban Consumers, Bureau of Labor Statistics (BLS); S5Total Industrial Production, Federal Reserve
Board (FRB); 6Disposable Personal Income, 20008, NIPA, BEA; 7Personal Consumption Expenditures, 20008, NIPA, BEA; 8Non-residential Fixed Investment, 20008, NIPA, BEA,
9Corporate Profits Before Taxes, current dollars, with inventory valuation and capital consumption adjustments, NIPA, BEA; 1O"I‘reasury Bills, 3-month, secondary market, bank discount
basis, FRB, 1110-Year Treasury note yield, FRB; 12Unemploymem Rate, civilian work force, BLS; 1-”Housing Starts, Bureau of Census; 14Total U.S. Auto and Truck sales (includes
imports and all weight classes of trucks), BEA; 15Net Exports of Goods and Services, 20003, NIPA, BEA.




4 W BLUE CHIP ECONOMIC INDICATORS B OCTOBER 10, 2004 l

Previous Consensus Forecasts

| Real GDP  GDP  Nominal ~Consumer Indust. Dis.Pers. Pemonal Non-Res.  Corp. | Treas. Treas. Unempl | Housing  Auto/Truck Net

Consensus: Forecasts ) X X N ;
: e Chained  Price GDP Price Prod.  Income Cons.Exp. Fix.Inv.  Profits Bills  Notes Rate Starts Sales Exports

For 2004

. D 4 ('20008) Index (Cur. $) Index (Total) (‘20008)  (20008)  (20008) (Cur.$) | 3-mo. 10-Year (Civ) Mil) Mil) ('20008)

January 2003 Consensus 3.6 19 55 23 44 34 3.1 7.7 10.4 29 52 5.5 1.60 16.7 -516.5
February 2003 Consensus 3.6 1.9 5.6 2.3 44 3.5 3.2 7.8 10.6 29 5.2 5.6 1.61 16.7 -526.7
March 2003 Consensus 3.6 1.8 5.5 23 43 3.6 3.2 7.6 104 2.8 5.1 56 1.61 16.7 -540.5
April 2003 Consensus 3.5 1.8 5.4 22 44 3.4 3.1 7.5 10.8 26 4.9 56 1.61 16.6 -548.1
May 2003 Consensus 3.6 1.8 5.4 21 42 3.5 3.2 7.6 114 24 4.9 57 1.62 16.5 -535.3
June 2003 Consensus 3.8 1.7 53 1.9 4.0 3.6 3.2 7.4 11.3 19 4.5 5.7 1.62 16.6 -530.5
July 2003 Consensus 3.7 1.5 5.2 1.8 4.0 3.7 3.2 75 116 1.6 43 5.8 1.64 16.6 -536.3
August 2003 Consensus 3.7 15 5.1 1.8 4.0 3.9 3.3 75 11.8 15 46 59 1.63 16.7 -566.1
September 2003 Consensus 3.9 1.4 53 1.8 4.0 4.0 3.5 8.2 11.0 15 4.8 59 1.65 16.8 -569.6
October 2003 Consensus 3.9 1.4 54 1.8 42 4.0 3.5 8.5 11.8 14 438 5.9 1.66 16.7 -571.3
November 2003 Consensus 42 1.5 5.8 1.9 43 4.0 3.6 9.3 13.7 14 48 5.9 1.67 16.9 -550.8
December 2003 Consensus 4.4 1.5 6.0 1.9 43 4.1 3.6 10.2 14.6 14 4.8 5.8 1.70 16.8 -553.7
January 2004 Consensus 4.6 1.4 6.1 1.7 438 42 37 10.3 15.2 13 47 57 1.75 16.9 -542.8
February 2004 Consensus 46 1.4 6.0 1.6 5.0 3.9 3.7 9.8 159 | 1.2 46 57 1.78 16.8 -517.5
March 2004 Consensus 47 1.4 6.1 1.8 4.9 3.8 3.7 10.2 16.8 1.2 4.5 5.6 1.80 16.8 -518.3
April 2004 Consensus 46 1.5 6.2 1.9 4.9 3.7 3.8 10.1 18.2 1.1 4.3 5.6 1.80 16.9 -519.7
May 2004 Consensus 46 1.7 6.4 2.1 5.0 3.8 3.9 9.9 18.7 1.2 4.5 5.6 1.83 16.8 -518.2
June 2004 Consensus 4.7 1.9 6.6 2.3 5.0 3.9 3.9 9.7 17.6 1.3 4.6 55 1.85 16.7 -524.9
July 2004 Consensus 4.5 2.1 6.7 26 53 3.9 3.8 9.6 17.2 1.3 4.7 55 1.88 16.8 -538.6
August 2004 Consensus 44 22 6.7 27 5.1 3.7 3.5 9.6 17.3 14 46 55 1.88 16.7 -546.1
September 2004 Consensus 4.3 2.2 6.6 27 4.8 3.3 3.4 9.5 16.4 14 4.4 5.5 1.90 16.8 -567.2
October 2004 Consensus 4.4 2.2 6.6 2.6 4.7 3.2 3.5 9.9 16.0 14 4.3 55 1.92 16.8 -571.9
Difference From Jan, 2003 Forecast 0.8 0.3 1.1 0.3 0.3 -0.2 0.4 2.2 56 |-15 -0.9 0.0 0.32 0.1 -55.4
Forecast High 4.7 2.2 6.7 27 5.3 4.2 3.9 10.3 18.7 29 52 5.9 1.92 16.9 -516.5

ForecastLow 3.5 1.4 5.1 1.6 4.0 3.2 3.1 7.4 10.4 1.1 4.3 5.5 1.60 16.5 -571.9

Real GDP GDP Nominal Consumer Indust. Dis. Pers. Personal Non-Res.  Corp. | Treas. Treas. Unempl | Housing  Auto/Truck Net
Chained  Price  GDP Price Prod.  Income Cons.Exp. Fix.Inv. Profits | Bills Notes Rate Starts Sales Exports
(20008) Index (Cur.$) Index (Total) ~ ('20008)  (20008)  (20008) (Cur. ) | 3-mo. 10-Year (Civ.) Mily (Mil) ('20008)

ConSénSus. FOréé;#sts . :
For2005

Jénuary 2004 Conseh‘sus‘ ' 37

1.7 5.4 2.1 48 3.4 3.3 8.8 9.2 286 54 54 1.67 16.9 -522.9

February 2004 Consensus 37 1.6 54 2.0 4.8 3.4 3.3 8.7 9.0 2.5 53 5.4 1.68 16.8 -492.2
March 2004 Consensus 3.8 1.6 53 1.8 49 3.4 3.2 8.9 9.8 2.4 52 53 1.68 16.8 -488.3
April 2004 Consensus 3.8 1.6 54 2.0 48 3.4 3.2 8.9 10.6 2.3 5.1 53 1.68 16.9 -491.5
May 2004 Consensus 3.8 1.7 5.6 2.1 5.1 3.4 33 8.8 10.7 2.4 52 5.3 1.68 16.9 -494.2
June 2004 Consensus 3.7 1.9 5.7 2.2 5.1 3.4 3.2 8.8 11.9 27 54 53 1.69 16.8 -505.9
July 2004 Consensus 3.8 2.0 5.8 24 5.2 3.5 3.3 8.9 10.0 2.8 55 53 1.71 16.8 -524.4
August 2004 Consensus 3.7 21 59 2.4 5.0 3.5 3.1 8.8 101 2.9 53 5.3 1.73 16.8 -530.7
September 2004 Consensus 3.6 2.0 57 24 4.9 3.4 3.1 8.5 8.5 28 51 53 1.75 16.9 -558.7
October 2004 Consensus 3.5 2.0 586 24 4.6 3.3 3.1 8.3 9.7 2.8 5.0 53 1.78 16.8 -567.3
Difference From Jan, 2004 Forecast  -0.2 0.3 0.2 0.3 -0.2 -0.1 -0.2 -0.5 0.5 02 -04 -01 0.1 -0.1 -44 4

ForecastHigh 3.8 2.1 5.9 2.4 52 3.5 3.3 8.9 11.9 29 55 54 1.78 16.9 -488.3
ForecastLow 3.5 1.6 5.3 1.9 46 33 341 8.3 8.5 23 5.0 5.3 1.67 16.8 -567.3

Change in Consensus Forecasts Of Y/Y Change Iin Consensus Forecasts Of Y/Y % Change
% Change In Real GDP In 2004 In Real Nonresidential Fixed Investment In 2004
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3. Blue Chip Consensus: Quarterly Annualized Percent Change From Prior Quarter And Averages For Quarter.*

B % Change From Prior Quarter At Annualized Rate : Average For Quarter ——————
Actuals! --GDP Producer-. . Total -~ Disposable Personal Unemploy- 3-Mo. - 10-Yr: Change in Real
: : Real: ~Price Price  * ‘Industrial - Personal. . Consump, - =~ ment Treas; . Treas. - Business Net
GDP: ‘Index 'CPI - - Index - Production- “Income . Expend. Rate Bills - - Notes - Inventories Exports
2003 1Q 1.9 27 38 9.4 0.9 1.8 2.7 58, 1.2 3.9 9.6 -511.7
2Q 4.1 1.1 07 -1.3 -4.0 43 3.9 6.2 1.0 3.6 -17.6 -525.2
3Q 7.4 14 24 2.8 38 82 5.0 6.1 1.0 4.3 -3.5 -508.7
4Q 4.2 1.6 07 3.7 5.6 1.4 3.6 5.9 0.9 43 8.6 -528.3
2004 1Q 45 28 3.5 3.9 6.6 2.4 4.1 5.6 0.9 4.0 40.0 -550.1
2Q 33 32 438 6.3 4.8 2.4 1.6 5.6 1.1 4.6 61.1 -580.3
l Blue Chip Forecasts % Change From Prior Quarter At‘Annualized Rate : Average For Quarter
3Q Consensus 3.8 1.7 22 2.2 39 2.4 3.8 55 1.6 4.3 52.1 -579.2
Top 10 Avg. 4.5 26 3.1 5.4 5.6 3.9 45 55 1.8 45 69.0 -550.5
Bot. 10 Avg. 3.1 09 1.6 0.4 3.0 0.7 2.9 5.4 1.4 42 35.9 -599.0
4Q Consensus 3.7 1.9 23 2.1 52 38 2.9 5.4 2.0 4.4 54.4 -578.8
Top 10 Avg. 49 27 3.1 33 7.0 6.0 3.8 55 2.4 4.7 74.7 -539.6
Bot. 10 Avg. 2.6 12 15 0.6 33 2.5 1.9 5.3 1.7 4.0 314 -612.4
2005 1Q Consensus 3.5 20 23 1.6 4.7 32 3.1 53 24 4.6 574 -573.9
Top 10 Avg. 45 2.7 29 31 6.8 5.0 4.0 55 3.1 5.2 85.6 -529.7
Bot. 10 Avg. 2.6 14 17 0.2 2.7 0.9 2.0 5.1 1.9 4.1 36.1 -615.4
2Q Consensus 3.5 20 22 13 44 35 3.1 53 2.7 4.8 56.0 -570.0
Top 10 Avg. 4.4 26 3.0 2.8 6.1 43 38 5.6 33 5.4 88.6 -518.4
Bot. 10 Avg. 2.8 14 15 -0.3 2.9 2.7 2.4 5.1 2.0 42 34.0 -622.9
3Q Consensus 3.5 20 23 13 43 34 32 52 3.0 5.0 55.7 -566.1
Top 10 Avg. 42 27 3.0 2.8 6.2 43 38 . 55 3.8 5.6 89.3 -502.7
Bot. 10 Avg. 2.9 14 16 -0.5 2.7 2.6 2.5 4.9 2.3 4.3 343 -630.9
4Q Consensus 3.5 20 24 14 43 33 3.1 52 33 5.1 54.9 -560.6
Top 10 Avg. 42 27 31 2.9 6.2 4.1 38 55 43 5.8 90.0 -490.1
Bot. 10 Avg. 2.7 1.5 1.7 -0.5 2.5 2.5 2.4 48 2.5 43 31.0 -635.9

4, Blue Chip Consensus: Quarterly Annualized Values And Percent Change From Same Quarter In Prior Year.*

Real Gross Domestic Product GDP Chained Price Index
Billions Of Chained 20008 . % Change FromSame Quarter] Index2000=.100 % Change From Same Quarter
‘(SAAR) In Prior Yearz (SAAR) In Prior Year2
Actual Forecast1 Actual Forecast Actual Foreca‘st1 Actual Forecast
uarter 2003 2004 2005 2003 2004 2005 uarter 2003 2004 2005 2003 2004 2005
1Q 101844 10697.5 110788 1.9 5.0 3.6 1Q 1055 107.3  109.7 2.0 1.7 22
2Q 10287.4 10784.7 111748 2.3 4.8 3.6 2Q 105.8 1082 1103 1.9 23 1.9
3Q 10472.8 10885.6 11271.7 3.5 3.9 35 3Q 1062 1086 1108 1.8 2.3 2.0
4Q 10580.7 10984.9 11368.5 4.4 38 35 4Q 106.6 109.2 1114 1.7 24 2.0
Total Industrial Production Consumer Price Index
Index 1997 = 100 % Change From Same Quarter| Index 1982-1984 = 100 % Change From Same Quarter
(SAAR)- In Prioi Year® (SAAR) - In Prior Year®
Actual Forecast‘1 Actual Forecast Actual Forecast1 Actual Forecast
uarter 2003 2004 2005 2003 2004 2005 uarter 2003 2004 2005 2003 2004 2005
1Q 111.2 1144 1198 1.1 2.9 4.7 1Q 183.1 1864 1918 2.9 1.8 29
2Q 110.0 115.8 1211 -1.0 53 4.6 2Q 183.4 1886 1928 2.2 2.8 2.3
3Q 1111 1169 1224 -0.4 5.2 4.7 3Q 1845 189.6 1939 2.2 2.8 2.3
4Q 112.6 1184  123.7 1.5 5.2 44 4Q 1848 190.7 1951 1.9 32 2.3

* See explanatory notes on inside of back cover for details of how this data is compiled.
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CANADA
October Consensus
Top 3 Avg,
Bottom 3 Avg.
Last Month Avg.

Actual

MEXICO
October Consensus
Top 3 Avg,
Bottom 3 Avg.
Last Month Avg,

Actual

JAPAN
October Consensus
Top 3 Avg.
Bottom 3 Avg.
Last Month Avg.

Actual

UNITED KINGDOM
October Consensus
Top 3 Avg.
Bottom 3 Avg,
Last Month Avg.

Actual

SOUTH KOREA
October Consensus
Top 3 Avg.
Bottom 3 Avg.
Last Month Avg.

Actual

GERMANY
October Consensus
Top 3 Avg.
Bottom 3 Avg,
Last Month Avg.

Actual

TAIWAN
October Consensus
Top 3 Avg.
Bottom 3 Avg.
Last Month Avg.

Actual

NETHERLANDS
October Consensus
Top 3 Avg,
Bottom 3 Avg.
Last Month Avg,

Actual

BLUE CHIP INTERNATIONAL CONSENSUS FORECASTS

Real Econormc
Growth Yo Change

" Inferest

“Rates

B L GDP: G Nt
2004 2005 2004 2004 2005
29 34 1.8 2.1 21.7 178 1.32 2.44 3.35
32 3.7 2.1 24 26.0 223 144 2.72 4.60
2.7 3.1 14 15 16.0 13.0 1.23 2.15 2.58
29 34 1.8 2.1 20.6 16.7 1.34 248 3.53
2002* 2003** 2002* 2003** 2002* 2003** Year Ago | Latest Year Ago |
33 1.7 23 2.7 14.9 18.4 1.34 2.44 2.59
2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 |
39 35 4.6 45 -94 -11.0 11.40 11.80 6.92 7.19
4.0 4.1 6.4 6.6 -6.0 -13 11.90 12.69 7.70 7.93
3.6 2.7 4.0 3.7 -11.7 -14.6 11.04 11.25 6.05 6.39
39 35 45 43 -10.1 -10.9 11.46 11.86 6.85 7.07
2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
0.7 1.3 5.0 435 -14.1 -9.2 11.29 11.17 7.61 447
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
4.0 24 -0.1 0.2 156.4 154.6 106.8 104.9 0.11 0.30
4.7 3.0 0.2 0.8 169.1 177.1 1113 115.7 0.40 0.50
3.0 1.5 -0.4 -0.2 136.7 128.3 1024 95.0 0.01 0.05
4.1 24 -0.1 0.2 156.6 152.3 106.7 105.1 0.12 0.30
[ 2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
-0.3 2.5 -0.9 -0.2 112.7 136.4 111.1 110.8 0.02 0.01
L2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 |
33 2.7 1.9 2.0 -39.5 -41.6 1.82 1.78 4,93 5.21
38 3.6 2.7 2.5 -31.7 -34.7 1.87 1.91 5.02 5.69
3.0 22 13 1.6 -45.3 -48.3 1.76 1.70 4.66 4.87
33 2.7 1.9 2.0 -38.7 -41.9 1.82 1.78 4.96 5.19
[ 2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
1.7 2.3 1.3 1.4 -27.0 -42.7 1.79 1.67 4.88 3.66
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 |
51 4.8 338 35 20.6 16.1 1134 1122 3.92 4.56
58 55 44 45 28.4 23.5 1172 1181 420 5.08
4.6 39 34 3.0 12.0 12.0 1087 1060 3.60 4.03
5.1 4.7 37 3.3 18.7 14.5 1134 1124 4.00 4.67
[ 2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
7.0 3.1 2.7 35 54 12.3 1149 1149 3.53 3.80
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 |
1.6 1.9 1.6 1.4 70.5 74.9 1.23 1.22 2.27 2.80
19 22 1.8 1.7 93.3 100.5 1.29 1.38 2.70 3.53
12 1.6 1.3 1.2 46.7 60.3 1.18 1.12 2.03 2.08
1.6 1.9 1.6 14 66.4 68.9 1.23 1.22 2.28 2.86
[__2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
02 -0.1 13 1.1 56.3 575 1.23 1.17 2.15 2.14
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
54 4.3 14 1.8 24.8 25.7 33.43 33.27 1.56 2.06
6.0 52 2.5 37 269 278 34.00 34.71 2.00 2.55
49 35 0.7 05 22.6 233 33.00 31.33 1.13 1.27
5.4 43 1.4 1.8 24.8 25.7 3343 33.27 1.56 2.06
[ 2002* 2003** 2002* 2003** 2002* 2003%* Latest Year Ago | Latest Year Ago |
3.6 32 -0.2 0.2 25.6 28.6 33.93 33.72 1.20 1.15
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
1.3 1.9 14 1.5 15.7 15.1 1.23 1.22 2.27 2.80
14 2.2 1.7 2.0 20.3 20.0 1.29 1.38 2.70 3.53
1.1 14 12 0.8 124 11.6 1.18 1.12 2.03 2.08
1.2 1.9 14 1.5 14.7 13.7 1.23 1.22 2.28 2.86
[__2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
02 -0.8 3.9 22 10.6 112 1.23 1.17 2.15 2.14

*Best estimates available. 'All rates are amount of currency per U.S. dollar, except for UK., Australia and the Euro, which are reported as U.S. dollar equivalents,




SINGAPORE
October Consensus
Top 3 Avg.
Bottom 3 Avg.
Last Month Avg.

Actual

FRANCE
October Consensus
Top 3 Avg,
Bottom 3 Avg,
Last Month Avg.

Actual

BRAZIL
October Consensus
Top 3 Avg.
Bottom 3 Avg.
Last Month Avg.

Actual

HONG KONG
October Consensus
Top 3 Avg,
Bottom 3 Avg,
Last Month Avg,

Actual

BELGIUM
October Consensus
Top 3 Avg,
Bottom 3 Avg,
Last Month Avg.

Actual

CHINA
October Consensus
Top 3 Avg.
Bottom 3 Avg,
Last Month Avg.

Actual

AUSTRALIA
October Consensus
Top 3 Avg.
Bottom 3 Avg.
Last Month Avg.

Actual

EUROLAND
October Consensus
Top 3 Avg.
Bottom 3 Avg,
Last Month Avg.

Actual
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e ANNUAL DATA weoioreeee o END OF YEAR-oreomiomommors
i Real Economic o Inflat] Exchange Rate 1. - - Interest
o Growth % Change.: - Y Change . “HUnits Py Sl Rates
LRGPP a g ime e Prices S OfUS: CUSAS s ~3-Moiith!
2004 2005 2004 2005 2004 2004 2005 2004 2005
7.2 45 1.5 1.5 235 1.69 1.68 1.17 1.55
85 5.7 2.0 2.1 254 1.70 1.75 1.47 2.04
5.6 35 1.1 1.0 213 1.67 1.61 0.96 1.14
7.2 45 1.5 1.5 23.5 1.69 1.69 1.17 1.55
[ 2002* 2003** 2002* 2003** 2002* Latest Year Ago | Latest Year Ago |
2.2 1.1 -04 1.1 18.9 1.69 1.73 1.38 0.81
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
23 23 2.0 1.8 13.0 18.6 1.23 1.22 227 2.80
25 2.5 23 22 247 26.7 1.29 1.38 2.70 3.53
1.8 2.1 1.7 14 -1.0 6.3 1.18 1.12 2.03 2.08
2.3 23 20 1.8 15.7 21.7 1.23 1.22 2.28 2.86
[ 2002* 2003** 2002%* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
1.2 0.2 1.9 22 259 14.7 1.23 1.17 2.15 2.14
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
3.9 3.7 7.2 6.4 33 24 3.02 3.15 14.99 12.89
52 47 11.9 11.2 9.2 11.0 3.20 3.40 16.30 15.13
3.1 34 53 3.7 -14 -4.1 2.83 2.87 13.67 12.00
3.7 3.6 7.2 6.4 1.6 -0.1 3.05 3.21 14.73 12.70
[ 2002* 2003** 2002* 2003** 2002* 2003%* Latest Year Ago | Latest Year Ago |
19 -0.2 8.4 14.8 -1.7 4.1 2.83 2.90 16.24 19.85
{2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 |
6.0 4.6 0.2 1.4 154 17.0 7.78 7.78 1.54 254
7.0 53 1.7 29 17.0 193 7.80 7.80 2.70 3.63
53 35 -0.5 0.5 12.8 14.4 7.73 7.71 0.81 1.46
6.0 4.6 0.2 1.4 154 17.0 7.78 7.78 1.54 2.54
[ 2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
23 33 -3.0 -1.7 13.7 17.4 7.80 7.73 1.08 0.88
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
23 23 1.8 1.8 14.0 15.7 1.23 1.22 2.27 2.80
2.6 2.9 22 2.1 154 18.2 1.29 1.38 2.70 3.53
1.7 2.0 14 14 12.3 13.0 1.18 1.12 2.03 2.08
2.3 23 1.8 1.8 14.0 15.7 1.23 1.22 228 2.86
[ 2002% 2003*+* 2002* 2003** 2002* 2003%* Latest Year Ago| Latest Year Ago |
0.7 1.1 1.6 1.5 13.3 13.7 1.23 1.17 2.15 2.14
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
8.7 8.2 3.1 3.2 20.2 22.2 8.18 7.98 4.16 4.40
95 11.0 52 6.3 39.0 46.7 833 8.65 6.43 6.38
78 7.1 -0.2 0.2 1.1 9.0 7.67 7.13 230 293
8.6 8.1 2.8 3.0 16.5 16.7 8.17 8.08 4.67 4.82
[ 2002* 2003** 2002* 2003** 2002* 2003%* Latest Year Ago | Latest Year Ago |
8.0 9.1 -0.8 1.2 354 29.6 8.28 828 3.15 na
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 ]
3.6 3.2 24 2.5 -27.7 -27.4 0.71 0.70 5.44 5.52
4.0 37 2.7 2.8 -20.7 -18.7 0.74 0.74 5.60 5.96
33 23 22 2.1 -36.6 -394 0.67 0.65 512 4.70
3.6 3.1 2.4 2.5 -26.3 -24.9 0.70 0.69 5.46 5.51
[ 2002* 2003** 2002* 2003%* 2002* 2003** Latest Year Ago| Latest Year Ago |
3.8 3.0 3.0 2.8 -17.2 -30.5 0.72 0.68 542 492
[ 2004 2005 2004 2005 2004 2005 2004 2005 2004 2005 |
1.8 2.1 2.0 1.9 53.6 58.7 1.23 1.22 227 2.80
2.0 25 22 2.1 65.8 84.4 1.29 138 2.70 3.53
1.6 1.7 1.7 1.7 347 427 1.18 1.12 2.03 2.08
1.8 2.2 2.0 1.9 52.0 515 1.23 1.22 2.28 2.86
[ 2002* 2003** 2002* 2003** 2002* 2003** Latest Year Ago | Latest Year Ago |
0.9 04 23 2.1 77.9 532 1.23 1.17 2.15 2.14

*Best estimates available. Contributors to Blue Chip International Survey: Ford Motor Company, USA; General Motors Corp., USA; Global Insight, USA; Federal
Express Corporation, USA; Wells Capital Management, USA; J.P. MorganChase, Deutsche Bank Securities, USA; BMO Nesbitt Burns, Canada; Merrill Lynch, USA;
DaimlerChrysler AG, USA; Standard & Poor’s, USA; National City Corporation, USA; Westdeutsche Landesbank; Germany; Morgan Stanley; USA; Moody’s Investor
Services, USA; Wachovia, USA; LaSalle/ABN AMRO, USA; Wayne Hummer Investments, LLC, USA; The Northern Trust Company, USA; Daiwa Institute of Research
America, USA; Grupo de Economistas y Asociados, Mexico; and International Monetary Fund's World Economic Outlook.
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ember Despite Hurricanes

Percent

8/o2 102 2/03 5103 8/03 11/03 2/04
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5/04 8104

Total retail sales appear to have rebounded in September despite hurri-
canes that disrupted normal activity in southeastern portions of the
country. Total sales fell 0.3% in August after increasing a revised 0.8%
in July. Pulling August sales lower was a slump in sales of cars and
light trucks following unit sales in July that were the highest of the
year. Excluding sales by motor vehicle and parts dealers total retail
sales rose 0.2% in August after registering a revised 0.3% gain in July.
Indeed, non-auto sales have increased in each of the past four months.
In September, unit sales of vehicles snapped back 5.5% led by a surge
in light truck sales to the highest level in three years. While further
hurricane activity appears to have dampened chain store sales during
the month, the jump in vehicle sales should ensure at least a rise of
0.5% or so in total retail sales in September and bring annualized
growth in Q3 to about 4.8%. Non-auto sales will likely be up 0.3% or
so. Further out, analysts are worried that record high home heating oil
and natural gas prices, coupled with the recent rebound in gasoline
costs, may spell trouble for consumer spending in Q4.

million units

Housing Starts

Jan Feb Mar Apr May Jun Jul Aug Sep Oct

| 2002 2003 [m] 20071

Nov Dec

Total housing starts rose a slight 0.6% in August, but that was enough
to boost the annualized rate to 2.000 miltion units, the highest level of
the year and 9.0% above year ago levels. Single-family starts rose 0.4%
to an annualized rate of 1.667 million units and 11.6% above the august
2003 level. Multi-family starts rose 1.5% during the month but were
down 2.3% from a year earlier. Starts rose in all regions of the country
except the West during august. Despite the rise in new starts building
permits fell 5.5% in August almost reversing the 6.2% gain in July.
Sales of new single-family homes rebounded by 9.4% in August to an
annualized selling rate of 1.184 million units. The jump followed de-
clines of 7.3% and 6.2%, respectively, in the two prior months. Starts
likely fell in august, hurt by disruptions to building activity in the
Southeast due to hurricane activity. Sales, too, may have felt the im-
pact. In general, however, still low mortgage rates and rebuilding activ~
ity in the Southeast, may keep starts activity relatively robust in coming
months. Most all analysts, however, look for this sector of the economy
to cool off considerably over the coming year as mortgage rates rise.

Percent

Industrial Production & Capacity Utilization

7.0 820
6.0 + -+ 810
5.0 - 80.0
40 + 79.0
3.0 4 78.0
2.0 4 77.0
10 76.0
0.0 75.0
-10 - 74.0
-2.0 73.0

8/02 11/02 2/03 5/03 8/03 41/03 2/04 S&i04

Capacity Utilizatio n—!

1y-0-y

8/04

Percent

Total industrial production rose just 0.1% in August following a re-
vised 0.6% increase in July. The increase was smaller than expected but
largely reflected a third consecutive monthly decline in utility output
due to cooler than expected weather this summer. Manufacturing pro-
duction, on the other hand, increased a solid 0.5% after a revised in-
crease of 0.8% in July. Utility output fell by 2.4% in August while
mining output recorded a 1.1% drop. Production of motor vehicles
Jjumped 3.7% in August following declines in each of the prior five
months. Excluding vehicle output, factory production rose 0.3%. Out-
put in the high-tech sector remained strong, rising 1.8% in August and
up 23.7% from year ago levels. Factory production appears to have
remained relatively robust in September. While the ISM’s overall index
of activity in the factory sector dipped slightly to 58.5 versus 59.0 in
August both the production and employment indexes rose. While the
ISM orders index is off its highs of the year, it remains at elevated lev-
els. Solid underlying demand and inventory building should continue to
fuel solid factory activity in coming months.
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_ Goods And Services Trade Deficit Shrinks I

ank by almost $4.9 billion in July but
at $50.1 billion still remained at its second-highest level on record.
8103 8103 9108  12/03 3104 6io4 Total exports jumped 3.0% in July after plunging by 3.9% in June.
ot N Exports of capital goods rose 5.8% after registering a June decline of
8.2% but remained up 13.7% from a year earlier. Non-auto consumer
goods exports fell 2.1% marking the fourth consecutive monthly de-
cline. Total imports fell 1.4% in July as petroleum imports plunged
9.4%. On a y/y basis, petroleum imports are actually down 2.2% but
this year’s sharp rise in crude oil costs has produced a 24.5% gain in
the dollar cost of petroleum imports. The continued rise in crude oil
prices since July, coupled with the low level of inventories, virtually
assures that petroleum imports will contribute to widening deficits in
August and September at a minimum. Imports of non-petroleum goods
declined 0.4% in July but are up 15.5% from a year earlier. By country,
the July trade deficit with China deepened to another record monthly
high of $14.9 billion as imports rose 3.7% bringing the y/y increase to

Goods & Services Trade Balance
9/02 12102

US$ billion

30.7%. The deficit with Japan increased to $6.4 billion in July.

August, But Higher Energy Prices A

Both the overall Consumer Price Index and the CPI excluding food and
energy (core CPI) registered 0.1% increases in August. The increases
35 dropped the y/y increase in the overall CPI to 2.7%. The y/y change in
30 + the core CPI fell back to 1.7%. Food prices rose just 0.1% in August
while energy prices fell 0.3%. Deflation in consumer goods continued
for a second month, rising only 0.1%. A number of categories com-
bined to restrain the increase in the core CPL Most important was mod-
eration in several services categories that capped the core services
index to a gain of just 0.1%, a six-month low. The key shelter gauge
also rose only 0.1%, as increases in rent and owners’ equivalent rent
was offset by a sharp fall in hotel rates. Airfares plunged 3.7% and the
cost of medical services increase just 0.2%, a 16-month low. Gasoline
prices fell for a second month, dropping 1.4% in august. Fuel oil prices,
however, rose 5.3%. In the pipeline, however, are sizable increases in
energy prices that occurred in September that will likely reverse the
m-0-m ’ recent softening in overall consumer price inflation. Moreover, energy

Consumer Price Index (nsa)

2.5 4
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prices continued to rise in the early days of October.

_ JobGrowth Remained Softer

Nonfarm payrolls rose by a smaller than expected 96,000 in September
Unemployment & Nonfarm Payrolls and the August payroll gain was reduced from 144,000 o 128,000. The

unemployment rate remained at 5.4% for a second month. Good-
producing industry payrolls fell by 13,000 during the month as factory
payrolls shrank by 18,000. That marked the third month this year in
which manufacturing payroll employment fell. There was a modest
gain of 4,000 in construction payrolls. Payroll employment at service-
producing firms rose by 109,000 in September despite a contraction of
15,000 in the payrolls of retailers. Government payrolls rose by an
unexpectedly large 37,000 during the month. The average workweek
remained at 33.8 hours in September but the manufacturing workweek
slipped 0.1 of an hour to 40.8 hours. Average hourly earnings (AHE)
rose 0.2% after a 0.3% rise in August. The increase brought the y/y
change in AHE to 2.4%. Data contained in the September employment
report suggest that total industrial production was likely flat during the
onfarm Payrolls ~—-Unemployment month ~ hurt by hurricane disruptions along the East coast ~-but that

Thousands

9/02 12/02 3/03 6/03 95/03 12/03 3/04 6/04 9/cd

personal income rose by 0.3%-0.4%.
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9.0

Real GDP

It turns out that the “soft patch” the economy experience last spring
was not as soft as previously believed. Moreover, it appears that growth
in Q3 was stronger than earlier thought. Government statisticians now
say real GDP grew at an annualized rate of 3.3% in Q2, not the 2.8%
previously estimated. And, the consensus now puts Q3 real GDP
growth at 3.8%, 0.4 of a point higher than a month ago. Indeed, risks to
the estimate of Q3 growth appears to be on the upside with personal
consumption and construction data suggesting that some analysts re-
main too pessimistic about growth during the quarter. Going forward,
however, the sharp spike in energy prices over recent weeks suggests
the risk is growing that consumer spending may soften in Q4 as house-
holds cope with gasoline and home-heating costs well above year ago
levels. The consensus now looks for Q4 real GDP growth of 3.7%, 0.2
of a point below last month’s estimate. Real GDP is now expected to

-10

1Q00

1Q01 1Q02
[ mHistory

1Q03
Forecast |

1204 1Q05

1Q00 1Q01 1Q02 1003 1Q04 1Q05 increase 4.4% on a calendar year basis this year and grow 3.8% on a
[ WHistory Forecast | Q4/Q4 basis. Real GDP growth in 2005 is now estimated to be a trend-
like 3.5% on a calendar year and Q4/Q4 basis.
..... . Chained-GDP Price Index

. . The GDP price index increased at an unrevised annualized rate of 3.2%
35 GDP Chained Price Index in Q2, the fastest since Q1 2001. The above consensus rise largely re-
sulted from downwardly revised annualized growth of 3.1% in the per-
30 sonal consumption price deflator that largely resulted from a spike in
energy prices. The temporary halt to the energy price rise is expected
25 by the consensus to drop the annualized change in the GDP price index
- to only 1.7% in Q3. However, rebounding energy prices now look to
5 20 boost the price index in Q4. The price index for nondurable goods rose
g 15 at an annual rate of 6.6% in Q2 following growth of 5.3% in Q1. Much
o of this irise was due to higher energy prices. In contrast, the price index
10 for consumer durables fell at an annual rate of 0.1% following zero
growth in Ql. The vast majority of economists had expected energy
0.5 prices to ease considerably in the second half of this year but the re-
00 il bound in crude oil prices to above $50 per barrel by late September is
) undercutting that optimistic assumption. At the moment, the consensus
100 1ao1 :|Q02 103 104 1Qos sees Q4 annualize(? growth of 1.9% in the GDP price index, bringing
| mHistory Forecast _] the calendar year increase to 2.2% and 2.4% Q4/Q4. In 2005, calendar

year and Q4/Q4 increases of 2.0% are foreseen.

. Consumer Price Index

Consumer Price Index The pace of consumer price inflation also moderated in Q3. However,
5.0 assumptions about inflation thereafter are under pressure due to the
45 sharp rebound in energy prices of late. Both the overall CPI and core
4.0 CPI registered increases of only 0.1% in August. The increases dropped
35 the y/y increase in the overall CPI to 2.7% from 3% in July and this
3.0 year’s high of 3.3% in June. The y/y change in the core CPI fell back to
c 25 1.7% from 1.8% in July and 1.9% in June. Measured from the begin-
820 ning of this year, the 2004 increase in the core CPI fell back to 2.2% in
& 15 August from 2.4% in July and a peak of 3.0% in April. The consensus
o 4 now looks for annualized CPI increases of 2.2% in Q3 and 2.3% in Q4.
05 While the Q3 estimate appears to be on target, the Q4 estimate is likely
0.0 too optimistic if energy prices stay near current levels, Moreover, after
05 three months of lower-than-expected readings, core inflation figures in

coming months may be larger than expected. The consensus now sees a
calendar year increase of 2.6% in the overall CPI this year and a Q4/Q4
rise of 3.2%. In 2005, the CPI is expected to be up 2.4% on a calendar
year basis and 2.3% Q4/Q4.
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Forecasts

___ Industrial Production

Total Industrial Production Total industrial production increased by an unexpectedly small 0.1% in

8.0 4 August following a revised 0.6% increase in July. A third consecutive
60 monthly decline in utility output due to cooler than expected weather

) this summer dampened the rise. In contrast, manufacturing output in-

40 creased a solid 0.5% afier a revised increase of 0.8% in July. Nonethe-
less, the weakness in utility output capped annualized growth in total

-] 20 industrial production at 3.9% in Q3, says the consensus, following
8 o0 growth rates of 4.8% and 6.6%, respectively in Q2 and Q1. Growth in
o manufacturing output was likely better than 6%. Helping lift factory
Q. -20 output in August was the first increase in vehicle and parts production
40 since February. Indeed, output of motor vehicle and parts producers
contracted at a 10.4% rate in Q2. Absent the unexpected drag from

60 weak utility output this summer, the consensus looks for industrial
-8.0 production to climb at a 5.2% rate in Q4. For the entire calendar year,
1Q00 1Q01 1002 1Q03 1Q04 1005 total industrial production will climb at 4.7% and be up 5.2% on a

[ mHistory Forecast | Q4/Q4 basis. Next year, a calendar year rise of 4.6% is forecast with an

increase of 4.4% on a Q4/Q4 basis.

. RealDisposable Personal Tncome

Real disposable personal income rose at a revised annualized rate of

Real Disposable Personal Income only 2.4% in Q2, matching the Q1 pace. Holding down real income

“o growth during the first half of the year was higher inflation, the waning
20 effects of prior income tax cuts and tepid job growth. Less inflation in
0.0 Q3, however, will boost growth in real DPI. The personal consumption
80 deflator was unchanged in July and August after posting quarterly
« 60 growth rates of 3.3% in Q1 and 3.1% in Q2. Nominal growth in dispos-
S 40 able personal income rose at a 5.8% pace in Q1 and 5.6% rate in Q2.
g 20 While nominal growth in Q3 may have been slightly weaker, the sharp
a 00 drop in inflation likely lifted the real DPI growth pace well above the
20 first half rate. The opposite may be true in Q4 due to higher rates of
40 inflation stemming from the sharp recent rebound in energy prices.
60 Hopefully, strengthening job markets will offset some of the drag from

higher inflation during the remainder of the year. The consensus now

looks for real DPI to growth 3.2% on a calendar year basis in 2004 and

1000 1Qor 1202 1003 1Q04  1Qos register an increase of 3.3% in 2005. Real DPI rose only 2.3% in 2003
[__mHistory Forecast | and was up 3.1% in 2002.

-8.0

_ Real Personal Consumption_

N . Growth in real personal consumption expenditures during Q3 should
Real Personal Consumption Expenditures easily exceed the Q2 pace of only 1.6% -- the smallest gain since Q2
2001. Though real PCE was unchanged in August it rose a strong, up-
wardly revised 1.1% in July and likely posted September growth of
0.2% or so based on a solid rebound in vehicle sales if nothing more.
The consensus puts the Q3 real PCE growth rate at 3.8%, but it could
have exceeded 4% if August consumption is revised up. Of increasing
concern, however, is what will happen in Q4. Energy prices have sky-
rocketed again and analysts are beginning to fret that they will hurt
consumer sentiment and spending over the remainder of this year. If
nothing else, the jump in energy prices will raise nondurable consumer
goods inflation and cut growth in real consumption, as was the case in
Q2. There also remain concerns that the relatively tepid pace of growth
in real incomes and the high levels of consumer debt may also weigh
on consumer spending going forward. The consensus now looks for
1Q00 1001 102 1Q03 1004 1005 real PCE to grow 3.5% in 2004 but to increase by a smaller 3.1% in

| mHistory DForecast | 2005 as consumers slow spending to boost the savings rate from its

current historically low level.
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The European Central Bank (ECB) left its repo rate at a six-decade low
of 2.0% on October 7" amid evidence that soaring energy costs and
tepid job creation are dampening the pace of economic growth in the
eurozone. While economic activity has certainly improved in the euro-
zone this year it has been heavily dependent on the export sector. In
contrast, domestic demand has remained tepid in the face of high un-
employment and job security fears. German business confidence fell
for a fourth month in five in September and the unemployment rate
rose to 10.7%, the highest level since February 1999. Inflation in the
eurozone eased down to 2.2% in September from 2.3% in the prior two
months but remains above the ECB’s targeted ceiling of 2%. Core in-
flation remains relatively tame, however any signs of pass-through
effects from the rise in energy prices would cause concern at the ECB.
Financial markets have scaled back when they expect the ECB to begin
raising interest rates next year. The consensus continues to predict real
GDP will grow 1.8% in this calendar year and be up 2.1% in 2005, but
should energy prices continue to rise those estimates may fall.

. United Kingdom
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The Banks of England’s Monetary Policy Committee (MPC) left its
benchmark base rate unchanged at a three-year high of 4.75% on Octo-
ber 7", That marked the second consecutive time the MPC has met and
left rates unchanged and many analysts are beginning to suspect that
policymakers have finished tightening amid signs that earlier rate hikes
have begun to bite and worries about future growth are escalating in the
face of skyrocketing energy prices. The MPC has hiked interest rates
five times since last November with the last 25 basis point rate hike
coming in August. The MPC has raised rates in reaction to strong eco-
nomic growth, tight labor markets and soaring home prices. However,
recent data indicates that home price inflation has slowed, factory out-
put has weakened, retail sales have softened and activity in the services
sector has diminished. With inflation still below BoE targets, the bank
is now likely to leave rates unchanged unless economic activity reac-
celerates. The consensus continues to predict real GDP will register
calendar year growth of 3.3% this year and 2.7% in 2005. Consumer
inflation is predicted to increase 1.9% in 2004 and 2.0% in 2005.

Percent

Canada: Growth & Inflation
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The Bank of Canada, in contrast, has just begun to tighten, having
hiked its overnight rate target by 25 basis points to 2.25% on Septem-
ber 8%, The move followed five straight cuts through April that dropped
the bank’s overnight rate to a 40-year low. A further 25 basis point hike
is anticipated at its October 19™ meeting and anopther in December.
Canada’s economy posted 4.3% annualized growth in Q2, fastest
among the G-7 nations. Moreover, growth in Q3 many be similarly
strong. Retail sales surged in July, aided by exceptionally strong vehi-
cle sales. Canada’s economy is also benefiting from strong demand and
soaring prices for commodities such as oil, timber and minerals. Ex-
ports are strong, manufacturing output robust and housing activity
solid. While core inflation looks tame at present, BoC policymakers
worry that the “output gap” may be closing at a fairly rapid clip with
consequent implications for inflation down the road. The consensus
still forecasts that real GDP will record growth of 2.9% this year and
3.4% in 2005. Consumer price inflation is expected to increase 1.8%
this year and post calendar year growth of 2.1% in 2005.
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_ Databank:

2004

Monthly Indicator Jan Feb Mar Apr May Jun Jly Aug Sep Oct Nov Dec
Retail and Food Service Sales (a) 0.5 1.0 2.1 -0.8 1.5 -0.7 0.8 -0.3

Total Auto & Truck Sales (b) 16.7 16.9 17.1 17.0 18.1 15.8 17.6 17.0

Personal Income (a, current $) 0.3 04 04 0.6 0.5 0.2 02 04

Personal Consumption (a, current $) 0.6 0.6 0.4 0.1 1.0 -0.3 1.1 0.0

Consumer Credit () 10.5 1.5 2.8 35 27 2.6 6.4

Consumer Sentiment (U. of Mich.) 103.8 944 95.8 942 90.2 95.6 96.7 959 942

Household Employment (c) 87 -265 -3 278 196 259 629 21 -201

Non-farm Payroll Employment (c) 159 83 353 324 208 96 85 128 96

Unemployment Rate (%) 5.6 5.6 57 5.6 5.6 5.6 5.5 5.4 54

Average Hourly Earnings ('828) 8.27 8.27 8.24 8.25 8.21 8.20 8.23 825

Average Hourly Earnings (current $) 15.49 15.52 15.55 15.59 15.63 15.66 15.71 15.75 15.78

Non-farm Workweek (hrs.) 338 33.8 338 337 33.8 336 338 33.8 33.8

Industrial Production (d) 23 29 35 4.7 56 53 5.1 5.1

Capacity Utilization (%) 76.2 76.7 76.6 76.8 774 76.9 77.3 773

ISM Index (formerly NAPM, g) 63.6 614 62.5 62.4 62.8 61.1 62.0 59.0

Housing Starts (b) 1.934 1.895 2.000 1.963 1.979 1.817 1.988 2.000

Housing Permits (b) 1913 1.913 1975 2006  2.097 1.945  2.066 1.952

New Home Sales (1-family, c) 1,155 1,165 1,270 1,176 1,244 1,167 1,082 1,184

Construction Expenditures (a) -0.4 0.6 23 1.3 0.6 0.0 1.1 0.8

Consumer Price Index (s.a., d) 1.9 1.7 1.7 23 3.1 33 3.0 2.7

CPI ex. Food and Energy (s.a., d) 1.1 12 16 1.8 1.7 19 18 1.7

Producer Price Index (n.s.a., d) 33 2.1 1.5 3.7 5.0 4.0 4.0 3.4

Durable Goods Orders (a) -2.6 39 59 2.7 -0.9 13 1.8 -0.5

Leading Economic Indicators (g) 04 0.0 0.8 0.1 04 -0.3 -0.3 -0.3

Balance of Trade & Services (f) -45.8 -45.8 -47.1 -48.2 -47.1 -55.0 -50.2

Federal Funds Rate (%) 1.00 1.01 1.00 1.00 1.00 1.03 1.26 1.43 1.61

3-Mo. Treasury Bill Rate (%) 0.88 0.93 0.94 0.94 0.94 1.27 1.33 1.48 1.65

10-Year Treasury Note Yield (%) 4.15 4.08 3.83 4.35 4,72 4.73 4.50 4.28 4.13

2003

Monthly Indicator Jan Feb Mar Apr May Jun Jly Aug Sep Oct Nov Dec
Retail and Food Service Sales (a) 0.6 -0.9 22 -0.35 0.3 1.0 12 1.1 -0.4 02 1.2 0.2
Total Auto & Truck Sales (b) 16.6 16.0 16.5 16.8 16.5 16.8 17.2 18.2 17.3 16.4 17.3 17.8
Personal Income (a, current $) 03 04 0.5 02 0.6 05 03 04 04 04 0.7 04
Personal Consumption (a, current $) 0.0 04 0.7 02 02 0.5 0.5 0.8 -0.4 02 09 04
Consumer Credit () 9.6 1.8 0.7 6.0 73 03 4.1 6.0 6.9 59 0.5 4.5
Consumer Sentiment (U. of Mich.) 824 79.9 71.6 86.0 92.1 89.7 90.9 89.3 87.7 89.6 93.7 93.6
Household Employment (c) 988 -129 -18 278 -73 168 -69 89 -49 451 438 -54
Non-farm Payroil Employment (c) 94 -159 -110 -20 -28 -14 -45 -25 67 88 83 8
Unemployment Rate (%) 5.8 59 58 6.0 6.1 6.3 6.2 6.1 6.1 6.0 5.9 57
Average Hourly Earnings ('82%) 8.26 8.25 8.21 8.24 828 8.28 8.31 8.28 825 8.28 8.32 8.30
Average Hourly Eamings (current $) 15.18 15.27 15.27 15.25 15.31 15.34 15.40 15.41 15.41 15.43 15.46 15.45
Non-farm Workweek (hrs.) 338 337 338 337 33.7 337 336 336 33.6 337 338 335
Industrial Production (d) 14 1.6 0.5 -0.6 -0.8 -15 -0.6 -0.5 0.2 0.7 1.5 23
Capacity Utilization (%) 752 75.4 74.8 742 74.1 74.0 74.5 74.5 74.9 75.0 75.7 75.8
ISM Index (formerly NAPM, g) 53.0 49.4 46.6 46.2 50.0 50.4 52.6 55.0 54.7 571 61.3 63.4
Housing Starts (b) 1.856 1.657 1.728 1.637 1.748 1.850 1.893 1.835 1.922 1.983  2.054 2.067
Housing Permits (b) 1.816 1.866 1.754 1.798 1.846 1.871 1.892 1.964 1.943 2.015 1.920 1.979
New Home Sales (1-family, c) 1,001 932 1,006 1,027 1,093 1,194 1,156 1,189 1,127 1,141 1,086 1,120
Construction Expenditures (a) 22 0.0 -0.1 -0.4 0.0 0.8 1.6 09 14 1.3 0.5 02
Consumer Price Index (s.a., d) 2.6 3.0 3.0 22 2.1 21 2.1 22 23 2.0 1.8 1.9
CPl ex. Food and Energy (s.a., d) 1.9 1.7 1.7 1.5 1.6 1.5 1.5 1.3 12 13 1.1 1.1
Producer Price Index (n.s.a., d) 2.8 3.5 42 24 2.5 29 3.0 .35 35 34 34 4.0
Durable Goods Orders (a) 2.1 -1.1 1.3 -14 0.0 25 1.6 -0.1 22 39 24 1.7
Leading Economic Indicators (g) 0.2 -0.4 -0.2 0.1 1.1 0.3 0.6 04 0.0 0.5 0.2 02
Balance of Trade & Services (f) -41.4 -40.4 -43.7 -42.5 -40.8 -40.0 -40.8 -40.2 -41.3 -41.5 -40.0 -44.0
Federal Funds Rate (%) 1.24 1.26 125 1.26 1.26 122 1.01 1.03 1.01 1.01 1.00 0.98
3-Mo. Treasury Bill Rate (%) 1.17 1.17 1.13 1.13 1.07 0.92 0.90 0.95 0.94 0.92 0.93 0.90
10-Year Treasury Note Yield (%) 4.05 3.90 3.81 3.96 3.57 3.33 3.98 445 427 429 4.30 427

(a) month-over-month % change; (b) millions, saar; (c) thousands, saar; (d) year-over-year % change; (e) annualized % change; (f) $ billions; (g) level. Most

series are subject to frequent government revisions, Use with care.
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I. The table below shows the latest U.S. Blue Chip Consensus' projections by years for 2006 through 2010, an average for the five-year period

2006-2010, and an average for the next five-year period 2011-2015. There are also Top 10 and Bottom 10 averages for each variable. Apply
these projections cautiously. The vast majority of economic and political forces cannot be evaluated over such a long time span.

ECONOMIC VARIABLE

1. Real GDP
(chained, 2000 dollars)

2. GDP Chained Price Index

3. Nominal GDP
(current dollars)

4. Consumer Price Index
(for all urban consumers)

5. Industrial Production
(total)

6. Disposable Personal Income
(chained, 2000 dollars)

7. Personal Consumption Expenditures
(chained, 2000 dollars)

8. Non-Residential Fixed Investment
(chained, 2000 dollars)

9. Corvporate Profits. Pretax
(current dollars)
10. Treasury Bills, 3-Month

(percent per annum)

11. Treasury Notes, 10-Year
(yield per annum)

12. Unemployment Rate
(% of civilian labor force)
13. Housing Starts

(millions of units)

14, Total Auto & Truck Sales
(millions of units)

15. Net Exports
(billions of chained, 2000 dollars)

CONSENSUS
Top 10 Avg.
Bottom 10 Avg.
CONSENSUS
Top 10 Avg.
Bottom 10 Avg.
CONSENSUS
Top 10 Avg,
Bottom 10 Avg,
CONSENSUS
Top 10 Avg,
Bottom 10 Avg.
CONSENSUS
Top 10 Avg.
Bottom 10 Avg,
CONSENSUS
Top 10 Avg.
Bottom 10 Avg,
CONSENSUS
Top 10 Avg.
Bottom 10 Avg.
CONSENSUS
Top 10 Avg.
Bottom 10 Avg.
CONSENSUS
Top 10 Avg.
Bottom 10 Avg,

CONSENSUS
Top 10 Avg.
Bottom 10 Avg,
CONSENSUS
Top 10 Avg.
Bottom 10 Avg.
CONSENSUS
Top 10 Avg,
Bottom 10 Avg,

CONSENSUS
Top 10 Avg.
Bottom 10 Avg.
CONSENSUS
Top 10 Avg.
Bottom 10 Avg,

CONSENSUS
Top 10 Avg.
Bottom 10 Avg.

2000

o ;:':f:.ﬁ Five-Year Averages
2010 (

2006 - 2010 - 20 - 2011-15
S NI 5 Full Year-Over-Prior Year = o0
34 32 32 3.1 33 32 32
3.9 3.6 3.6 35 39 3.7 35
2.8 2.7 2.6 2.6 2.7 2.7 2.9
2.0 2.1 2.1 2.1 2.1 2.1 22
2.7 2.7 2.8 2.6 2.7 27 2.8
1.4 1.5 1.5 1.5 1.6 1.5 1.7
55 54 5.4 53 55 54 55
6.2 6.1 6.2 6.1 6.4 62 6.2
48 4.8 4.6 45 48 47 49
23 2.4 24 24 2.4 24 25
3.0 3.1 3.1 2.9 3.0 3.0 3.0
1.5 1.6 1.4 1.9 1.9 1.6 2.0
4.1 4.0 35 34 3.7 38 3.6
55 53 45 43 46 48 43
2.9 2.9 2.2 24 2.9 2.6 3.0
34 33 31 3.1 32 32 32
42 39 37 3.7 39 3.9 3.6
2.8 2.8 2.6 2.7 2.7 2.7 2.8
3.1 3.0 3.0 3.0 3.1 3.0 3.0
3.6 34 3.5 3.4 3.8 35 3.4
2.5 2.5 24 25 2.5 2.5 2.6
6.8 5.9 55 5.1 5.6 5.8 5.2
9.9 7.9 7.9 8.0 74 8.2 72
47 4.0 2.7 17 3.9 34 3.6
65 6.0 53 54 6.6 6.0 6.1
9.7 8.5 8.4 8.2 9.9 9.0 83
43 3.5 1.2 38 2.8 42
R B age
3.8 4.1 43 42 4.1 4.4
4.6 5.0 55 5.1 5.1 53
32 33 3.4 3.4 33 3.6
55 5.6 5.6 5.6 5.6 5.7
6.1 6.3 6.4 6.5 6.4 6.6
5.0 5.0 4.9 47 49 438
5.1 5.1 5.1 5.1 5.1 5.0
55 55 55 57 56 55
47 46 4.6 . 45 4.6 45
[ . Total Units,Millions =~~~ ]
1.72 171 1.71 1.71 1.71 1.71 1.71
1.90 1.90 1.95 1.96 1.94 1.93 1.94
1.57 1.58 151 1.50 1.56 1.54 1.55
16.9 17.0 17.1 17.2 17.3 17.1 17.6
17.6 17.7 18.0 182 183 18.0 18.7
163 16.2 16.1 162 16.3 16.2 16.4
...~ " Billions of Chained, 2000 Dollars BIREER
5357 5052  -4860  -4647  -447.6  -4878 4244
4609  -4192  -3867  -3168  -291.1  -374.9 -239.5
5947  -5985  -610.5  -6235  -6283  -611.1 -615.4
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II. For comparison, this table includes some of the long-range consensus projections found on the preceding page, plus the latest long-range
projections from the Bush Administration® and the Congressional Budget Office (CBO)”.

» »  YEAR - . . FiveYearAverages
72006 2007 2008 2009 2010 2006-10 2011-15

ECONOMIC VARIABLE R Percent Change, Full Year-Over-Prior Year -
1. Real GDP CONSENSUS 34 3.2 32 3.1 33 32 3.2
(chained, 2000 dollars) Bush Admin.*? 34 33 3.2 3.1 NA 3.3 NA
CBO*? 3.2 3.1 3.0 2.9 2.7 3.0 2.5
2. GDP Chained Price Index CONSENSUS 2.0 2.1 2.1 2.1 2.1 2.1 2.2
Bush Admin.'? 2.1 2.1 2.1 2.1 NA 2.1 NA
CBO*? 1.5 1.6 1.7 1.8 1.8 1.7 1.8
3. Nominal GDP CONSENSUS 55 5.4 5.4 5.3 5.5 54 55
(current dollars) Bush Admin.'? 5.6 5.5 54 5.3 NA 5.5 NA
CBO*® 4.8 4.8 4.8 4.7 4.5 4.7 4.4
4. Consumer Price Index CONSENSUS 2.3 24 24 2.4 24 24 25
(for all urban consumers) Bush Admin."? 24 24 24 2.5 NA 2.4 NA
CBO*? 2.0 2.2 2.2 2.2 2.2 2.2 2.2

[ 7 AonwalAversge ]

5. Treasury Bills, 3-Month CONSENSUS 38 4.1 4.3 42 4.2 4.1 44
(percent per annum) Bush Admin.*? 34 3.9 4.3 4.4 NA 4.0 NA
CBO*? 4.0 4.0 4.6 4.6 4.6 4.4 4.6
6. Treasury Notes, 10-Year CONSENSUS 55 5.6 5.6 5.6 5.6 5.6 5.7
(yield per annum) Bush Admin."? 5.4 5.6 5.7 5.8 NA 5.6 NA
CBO* 5.5 55 5.5 5.5 5.5 5.5 55
7. Unemployment Rate CONSENSUS 5.1 5.1 5.1 5.1 5.1 5.1 5.0
(% of civilian labor force) Bush Admin.'? 53 5.1 5.1 5.1 NA 5.2 NA
CBO?*? 5.1 5.2 52 52 5.2 52 52

III. In this table, we compare the results of our most recent survey with those of our survey in March 2004%,

ECONOMIC VARIABLE SRS
1. Real GDP October Consensus 34
(chained, 2000 dollars) March Consensus 34
2. GDP Chained Price Index October Consensus 2.0 2.1 2.1 2.1 2.1 2.1 2.2
March Consensus 1.9 1.9 2.0 21 22 2.0 22
3. Nominal GDP October Consensus 5.5 5.4 54 53 5.5 5.4 55
(current dollars) March Consensus 53 5.2 52 52 5.4 5.3 5.4
4. Consumer Price Index October Consensus 2.3 24 24 24 24 24 2.5
(for all urban consumers) March Consensus 2.2 23 2.3 2.4 24 2.3 2.5
5. Treasury Bills, 3-Month October Consensus 3.8 4.1 . . 4.1 4.4
(percent per annum}) March Consensus 34 3.7 39 4.1 43 39 43
6. Treasury Notes, 10-Year October Consensus 55 5.6 5.6 5.6 5.6 5.6 5.7
(yield per annum) March Consensus 55 5.5 54 5.7 5.7 5.6 5.7
7. Unemployment Rate October Consensus 5.1 5.1 5.1 5.1 5.1 5.1 5.0
(% of civilian labor force) March Consensus 52 52 52 52 52 52 5.1

1Mid-Session Review, Budget of the United States Government, Fiscal Year 2005; Office of Management and Budget, July, 2004. *The Budget and Eco-
nomic Outlook: An Update; Congressional Budget Office, September 2004. 3The Bush Administration’s forecast only extends through 2009, so averages
for the 2006-2010 period are based on the forecast for the four-year period 2006-2009. CBO’s forecast only extends through 2014, so averages for the
2011-2015 period are based on the forecast for the four-year period 2011-2014. Blue Chip Economic Indicators, March 10, 2004.
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Viewpoints:

Fed Funds Up, Bond Yields Down?

We continue to project higher short- and long-term interest rates. So far,
our call on long-term rates has not been realized, with the drop in yields
since mid-June reversing the rise in earlier months. Ironically, for the
year to date, core inflation and Fed tightening have exceeded our start-
of-year expectations somewhat, while real GDP and employment
growth have roughly matched our expectations. Apparently, other de-
velopments have been offsetting, including the threat to growth from
rising oil prices and the stalling in the stock market. While those devel-
opments have been cause for concern, we still expect solid growth and
gradually rising core inflation through 2005.

The most dramatic moves in the bond market in 2004 have typically
been triggered by employment reports. We believe the trend in payroll
gains remains solid, consistent with the 180,000 per month average for
the year to date, but we expect the September gain was held down by
temporary hurricane effects.

In part, low bond yields appear to reflect the expectation that the funds
rate will stay exceptionally low for an extended period. Quantifying the
amount of tightening being priced into markets is always debatable,
with different views on the extent to which futures contracts on short-
term rates need to be adjusted for risk premia, particularly beyond the
first few months’ contracts. In theory, as well as in practice, the risk
premium component of interest rates rises with maturity that is why the
yield curve is typically upward sloping. Similarly, the implied interest
rate on Eurodollar contracts tends to rise with maturity, even if expecta-
tions for Fed action are neutral. Based on a Fed economists estimates
for risk premia, we believe Eurodollar futures contracts are currently
consistent with a funds rate of less than 2.5% by the end of 2005, well
below the consensus forecast of economists (3.25% to 3.5%) and even
further below our forecast (4.0%).

A roughly flat stock market through a Fed tightening cycle is not un-
usual. For example, that was the pattern in 1994. We can be fairly con-
fident, however, that bond yields will not keep falling if the Fed keeps
tightening,. Of course, there are plenty of examples of bond yields peak-
ing before the tightening cycle was complete, including 1994 and 2000.
This time, however, bond yields peaked before tightening even began.
The implication: either tightening is already almost over, or bond yields
will start climbing again.

Ultimately, the direction of the funds rate, as well as bond yields, will
be determined by the economic data. On that score, the latest core infla-
tion data have been weaker than expected, but growth has been stronger
than expected.

At 1.4%, the latest year-over-year change in core PCE prices is up from
a low of 1.0% in 2003, although recent months have been weaker. We
still expect the year-over-year change to be to 2.2% by the end of 2005,
consistent with the rising trend being signaled by our UBS Leading
Indicator of Inflation. Similarly, we expect the year-over-year change in
the core CPI, currently 1.7%, to be 2.5% at the end of 2005.

Second quarter real GDP growth was just revised up to 3.3% at an an-
nual rate from 2.8%. Meanwhile, growth appears to have accelerated in
the third quarter. We have been forecasting a pickup to a 4.0% pace,
although, if anything, the data have been ahead of expectations. Of
course, we have yet to see most of the September data, which are likely
to be depressed by temporary hurricane effects.

We expect the September employment report to show a 3.1% annual
rate of increase in the index of hours worked in the third quarter, up
from 2.2% in the second quarter. Allowing for productivity growth, that
pace looks more than strong enough to be consistent with our 4.0%
estimate for overall real GDP growth. The manufacturing ISM index
averaged 59.8 in the third quarter, including the small 0.5 of a point
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drop to 58.5 just reported for September. That level was down from
62.1 in the second quarter, although the ISM index was unusually high
relative to GDP then. Over time, a 59.8 reading is typically consistent
with about a 6% pace for real GDP. More specifically, consumer spend-
ing appears to have re-accelerated. Through August, real spending was
up at a 4.8% annual rate, compared with 1.6% in the second quarter.
Meanwhile, despite the hurricanes, auto sales picked up in September.
As a result, the pace for the third quarter should easily reach the 4.0%
figure we have assumed in our 4.0% estimate for overall real GDP.

Business fixed and residential investment also appears on track to ex-
ceed the assumptions in our GDP forecast. We assumed a 9.4% rate of
increase in real business fixed investment, yet shipments of nondefense
capital goods excluding aircraft, which are used to estimate business
fixed investment, were up at a 17% annual rate through August. We
assumed a 6.6% rate of decline in residential investment, yet housing
starts and construction spending have risen.

One reason for the reacceleration in consumption after its soft spot ap-
pears to be a pickup in real wages, thanks to a fading of the drag on
spending power from surging gasoline prices as well as a pickup in
nominal terms. Real wage income was up at a 3.6% annual rate in the
third quarter through August, up from 1.8% in the second quarter. (To-
tal real disposable income was weaker, but mainly because of a one-
time adjustment to federal aid to state governments for Medicaid that
did not directly affect household spending power.)

Crude oil prices have recently averaged $50 per barrel, up from $46 on
average in September and $45 in August. And retail gasoline prices
have risen seven cents per gallon over the last two weeks of September.
Retail prices are still down from their peak in June, however. Some of
the decline reflects normal seasonality, but much of it reflects a reversal
of an exaggerated response to the rise in crude oil prices earlier in the
year. Of course, a continued up-trend in oil prices would cut into real
spending power, so oil prices remain a cause for concern.

A pickup in nominal wage income has been signaled by wage data in
the employment report. Along with the acceleration in hours worked,
average hourly earnings have picked up to up 3.1% at an annual rate so
far in 2004 from up 1.8% in 2003 (December to December). Our wage
income proxy, which combines the index of hours worked and average
hourly earnings, was up at a 7.2% annual rate in the first two months of
the third quarter, up from a 5.0% pace in the second quarter. The pickup
in average hourly earnings has received very little attention thus far,
perhaps because the year-over-year figure was still only 2.3% in Au-
gust. A continued up-trend would likely draw attention, however.
Frankly, we are not quite sure why earnings have accelerated. We be-
lieve the pickup may reflect a combination of: 1) a somewhat tighter
labor market, with the unemployment rate down to 5.4%; 2) the impact
of the oil-led pickup in inflation on wage demands; and 3) improving
job quality, with growth in high-wage jobs starting to rise at almost the
same rate as low-wage jobs (previously, growth in low-wage jobs was
relatively stronger, pushing down average wages). Of those three, im-
proving job quality should not raise inflation concerns at the Fed. The
first two should, however, especially since the rate of increase in unit
labor costs is also being boosted by some moderation in the trend in
productivity growth.

James O’Sullivan, UBS Warburg, Stamford, CT

Stagflation

The recent renewed run-up in oil prices makes me even firmer in my

belief that the world economy is headed for a stagflationary outcome.
Just as the 1990s was a period of stronger-than-expected growth and

lower-than-expected inflation, the next several years are likely to pro-
duce the opposite scenario, in my view: (continued on next page)
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slower-than-expected economic growth coupled with higher-than-
expected inflation. In many ways, the current macro backdrop resem-
bles that of the 1970s, when the world economy experienced its first
serious bout of stagflation. Needless to say, if this scenario came to
pass, both equity and bond markets would suffer, as they did in the
decade of platform shoes, Saturday Night Fever and KISS.

First, as in 1970s, the world economy has to digest a major increase
in oil prices. Now as then, oil prices roughly quintupled, from $2.20
in 1971 to $11.50 in 1974, and from around $10 in late 1998 to $50
most recently). True, the oil shock of the 1970s was much bigger
because the rise was telescoped into a much shorter period (mostly in
1973) and because production was more oil intensive than it is today.
Also, context is important: in my view, this year’s oil shock was
largely driven by stronger-than-expected physical and speculative
demand for oil, while the 1973 oil shock was largely (though not
entirely) due to a restriction of supply by the oil producers.

Second, just as in the 1970s, monetary policy has been highly expan-
sionary, with real short-term interest rates in the major countries in
negative territory for an extended period of time. In the 1970s, central
banks tried to accommodate the oil shock by printing money, in the
erroneous belief that there was plenty of ‘slack’ in the economy to
keep inflation low. Most of the “slack’ turned out to be an illusion
and inflation rose beyond expectations, thus depressing real interest
rates further. The similarities with today are striking: the Fed again
seems to believe that the best response to an oil shock is to accom-
modate the negative effect on demand, which is why markets have
revised down significantly the expected path of Fed tightening.

Third, then and now, government budget deficits rose, partly reflect-
ing an expansionary fiscal policy stance to overcome recession and
partly reflecting recession-induced tax shortfalls and expenditure
overruns. Moreover, the US had to finance an expensive war in Viet-
nam, just as it is now financing the costly war against terrorism.
Meanwhile in Europe, fiscal policy looks unlikely to become more
virtuous in coming years either.

Fourth, the established industrialized nations in Europe and North
America faced major new competitors in world markets in the 1970s,
notably Japan and Korea. Their emergence as equals in many indus-
tries led to a major structural crisis especially in heavy industries
(shipping, steel) that depressed potential output growth in Europe and
America. Today, the new competitors are China, India and Central
and Eastern Europe, causing similar dislocations in both the manufac-
turing and the service sector. Through the sheer size of these com-
petitors, the shock, if anything, is larger than that of the 1970s.

Fifth, and this is probably my most controversial contention, just as
worldwide productivity growth slowed in the 1970s from its heady
pace of the 1960s, I think we are now at the tail end of the IT-induced
productivity growth cycle that started in the mid-1990s. The easy
productivity gains deriving from IT and the internet have now been
made, especially in the US, and productivity growth should thus slow
on trend in the coming years. The story may be slightly different in
Europe, where some of the IT-induced productivity gains have not
yet arrived. But institutional rigidities and different preferences may
mean that these gains will never materialize.

Putting all these ingredients together yields a toxic cocktail of slower
growth and higher inflation. Many observers (and, judged by recent
price action in equities and bonds, the financial markets) appear to
agree on the slower-growth prediction. However, not many agree
with my inflation worries. As I see it, central banks (and most notably
the Fed) may again overestimate the rate of potential output growth
and thus the size of the output gap. The risk thus is that monetary
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policy stays too expansionary for too long, which should eventually
produce higher inflation.

Yet there is a big difference between now and the 1970s: the bargain-
ing power of workers is much lower than it was back then, when
unemployment was lower, competition from emerging markets was
less intense, and the political climate following the student revolts of
the late 1960s was much more conducive to redistribution from capi-
tal to labour. While wages are still likely to follow inflation with a
lag, aggressive ‘autonomous’ wage increases as in the 1970s are
unlikely. Wage-induced cost-push inflation is thus not on the cards.
Still, with monetary policy likely to remain too easy for too long, and
with future potential output growth probably lower than most think,
demand-induced inflation above the levels that markets currently
expect remains my best bet. Put on those plateau shoes, again!

Joachim Fels, Morgan Stanley, London, England
High Oil Prices And High Volatility Are Here for A While

High oil prices remain the single-biggest threat to the global recovery
over the next couple of years—more expensive oil has already cut
world growth by more than 0.5%. With demand still climbing faster
than supply, oil markets are tight as a drum—the floor on oil prices is
between $40 and $45 per barrel, and is unlikely to be much lower
over the next year. Events that threaten oil supplies (e.g., the standoff
between Yukos and the Russian government, hurricanes in the Gulf
of Mexico, and rebel activity in the Nigerian oil fields) have periodi-
cally spiked oil prices to $50 per barrel, a nominal price not seen until
very recently. The most likely scenario is for a continuation of these
patterns for at least another couple of quarters—the only relief will
come from slowing world growth. There is a significant risk that a
serious and protracted disruption in supplies could push oil prices
into the $60-70 range.

Oil prices should average around $15 per barrel higher this year and
next than what most analysts expected at the start of 2004. As are-
sult, U.S. GDP growth will be about 0.5 of a percentage point lower
this year and 0.8 of a point lower next year than previously fore-
casted. The Eurozone economies will see their growth rates curtailed
by about the same amount as the U.S. economy. The U.K. will suffer
less than the Eurozone, thanks to higher revenues from North Sea oil.
Canada, Mexico, and Russia will enjoy slightly stronger GDP growth
due to higher revenues from oil exports. Growth in the Asia-Pacific
region will be cut by about twice as much as in the U.S, because of
the region's greater dependence on imported oil. Some sectors will be
hit particularly hard, including airlines and other transportation ser-
vices, utilities, chemicals, and heavy manufacturing.

The crisis scenario would likely be triggered by some combination of
the following: a terrorist attack on Saudi oil facilities, continued dis-
ruption of Iraqi oil supplies, more strikes by Venezuelan oil workers,
and worsening rebel activity in Nigeria. Oil prices average $10—
$15/barrel higher in this scenario than in our baseline forecast during
2005. Both world and U.S. GDP growth would be reduced by 0.5%-
0.7% percentage point next year. Despite their better fuel efficiency,
the Eurozone economies would suffer more than the United States
because of their greater dependence on oil imports. Germany and
Italy could be pushed back into recession. European consumer spend-
ing would slow dramatically. Russia's GDP growth would accelerate,
lifting the other CIS economies. Asia-Pacific growth would be cut as
much as 2 percentage points next year. The chemical and machinery
industries of Brazil, China, and South Korea would be hit especially
hard. The crisis scenario has about a 20% chance of occurring.

Nariman Behravesh, Global Insight, Eddystone, PA
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Monday Tuesday Wednesday Thursday Friday
October 11 12 13 14 15
Columbus Day Weekly Store Sales Trade Balance (Aug) Retail Sales (Sep)
Import/Export Prices (Sep) Producer Price Index (Sep)
Weekly Jobless Claims Industrial Production (Sep)
Factors Affecting Monetary Consumer Sentiment (Univ. of
Reserves Michigan, preliminary)
Empire State Mfg. Survey (Oct)
Business Inventories (Aug)
Consumer Sentiment (prelimi-
nary, University of Michigan,
Sep)
18 19 20 21 22
NAHB Survey (Oct) Consumer Price Index (Sep) Leading Economic Indicators
Treasury budget (Sep) Housing Starts (Sep) (Sep)
Weekly Store Sales Philadelphia Fed Survey (Oct)
25 26 27 28 . 29
Existing Home Sales (Sep) Consumer Confidence (Confer- | Durable Goods (Sep) Help Wanted Index (Sep) GDP (Q3-advanced)
ence Board, Oct) New Home Sales (Aug) Weekly Jobless Claims Employment cost Index (Q3)
Weekly Store Sales Fed’s Beige Book Factors Affecting Monetary Consumer Sentiment (Oct, Uni-
Reserves versity of Michigan, final)
CAPM Survey (Oct)
November 1 2 3 4 5
Personal Income & PCE (Sep) | Weekly Store Sales Factory Orders (Sep) Chain Store Sales (Oct) Employment (Oct)
ISM Manufacturing Survey ISM Non-manufacturing Index | Productivity and Costs (Q3 - Consumer Credit (Sep)
(Oct) (Oct) preliminary)
Construction spending (Sep) Motor Vehicle Sales (Oct) Weekly Jobless Claims
Factors Affecting Monetary
Reserves
8 9 10 11 12
Wholesale Inventories (Sep) | FOMC Meeting Veteran’s Day Retail Sales (Oct)
Weekly Store Sales Export/Import Prices (Oct) Business Inventories (Sep)
Trade Balance (Sep) Consumer Sentiment (Nov~
preliminary, Univ. of Michigan)
FOMC Minutes (Sep 21% Meet-
ing)
Weekly Jobless Claims
Factors Affecting Monetary
Reserves
15 16 17 18 19
Empire State Mfg. Survey Producer Price Index (Oct) Consumer Price Index (Oct) Leading Indicators (Oct)
(Nov) NAHB Survey (Nov) Housing Starts (Oct) Philadelphia Fed Survey (Nov)
Treasury Budget (Oct) Weekly Store Sales Industrial Production (Oct) Weekly Jobless Claims
Factors Affecting Monetary

Reserves




EXPLANATORY NOTES

For 28 years, Blue Chip Economic Indicators’ monthly survey of
leading business economists has provided private and public sec-
tor decision-makers timely and accurate forecasts of U.S. eco-
nomic growth, inflation and a host of other critical indicators of
business activity. The newsletter utilizes a standardized format that
provides a fast read on the prevailing economic outlook. The sur-
vey is conducted over two days, generally beginning on the first
working day of each month. Forecasts of U.S. economic activity
are collected from more than 50 leading business economists each
month. The newsletter is generally finished on the third day fol-
lowing completion of the survey and delivered to subscribers via
e-mail or first class mail.

The hallmark of Blue Chip Economic Indicators is its consensus
Jorecasts. Numerous studies have shown that by averaging the
opinions of many experts, the resulting consensus forecasts tend to
be more accurate over time than those of any single forecaster.

Annual Forecasts On pages 2 and 3 of the newsletter are indi-
vidual and consensus forecasts of U.S. economic performance for
this year and next. The names of the institutions that contribute
forecasts to these pages are listed on the left of the page. They are
ranked from top to bottom based on how fast they expect the U.S.
economy to expand in the current year. Some of these institutions
have an asterisk (¥) after their names. The asterisk denotes former
winners of the Annual Blue Chip Forecasting Award. Two aster-
isks (**) denotes two-time winners.

Across the top of pages 2 and 3 is a list of the variables for which
the individual cooperators have provided forecasts. Definitions
and organizations that issue estimates for these variables are found
at the bottom of page 3. For columns 1-9, the forecasts are for the
year-over-year percent change in each variable. Columns 10-12
represent average percentage levels of the year in question. Col-
umn 15 is an inflation-adjusted dollar level, measured in billions
of chained 2000 dollars. High and low forecasts from the panel
members for each variable are denoted with an "H" or "L".

Immediately below the forecasts of the individual contributors are
this month's consensus forecasts. The consensus is derived by
averaging our panel members' forecasts for each variable. Below
the consensus forecasts are averages of this month's ten highest
and ten lowest forecasts for each variable. Below them are last
month's consensus forecasts. To put the forecasts in context, we
include four years of historical data for each variable at the bottom
of page 2. Please note that these figures can change due to gov-
ernment revisions of previously released estimates. Below the
historical data are the number of forecasts changed from a month
ago for each variable, the median forecast for each variable and a
diffusion index. The diffusion index serves as a leading indicator
of future changes in the consensus forecast. A reading above 50%
hints of future increases in the consensus; a reading below 50%
hints of future declines. The diffusion index is calculated by add-
ing to the number of forecasters who raised their forecasts for a
particular variable this month, half the number of those who left
their forecasts unchanged, then dividing the sum by the total num-
ber of those contributing forecasts.

Historical Annual Consensus Forecasts Page 4 contains the
forecasts from previous issues for the current and subsequent year
so that subscribers can see how the outlook has changed over time.
Each issue also includes graphs and analysis focusing on notewor-
thy changes and trends in the consensus outlook.

Quarterly Forecasts Page 5 contains quarterly historical data and
consensus forecasts of the U.S. economy's performance. For col-
umns 1-7, the forecasts are for the quarter-over-quarter, season-
ally-adjusted, annualized percent change in each variable.
Columns 8-10 represent average percentage levels for the quarter
in question. Columns 11 and 12 represent seasonally-adjusted,
annualized levels for the quarter, measured in billions of inflation-
adjusted dollars. As is the case on pages 2-3, the consensus quar-
terly forecasts on the top half of page 5 are simple averages of our
contributors’ forecasts. The high-10 and low-10 forecasts are
averages of the 10 highest and 10 lowest forecasts for each vari-
able. At the bottom of page 5 are additional quarterly consensus
forecasts for Real GDP, GDP Price Index, Industrial Production
and Consumer Price Index. These figures are produced by taking
the annualized quarterly consensus forecasts found on the top of
page 5 and computing a quarterly dollar value for Real GDP, and
average quarterly index levels for the GDP Price Index, Industrial
Production and the Consumer Price Index. We then compute a
year-over-year percentage change between the relevant quarter
and the corresponding quarter of the previous year.

International Forecasts Pages 6-7 contain historical data and
consensus forecasts of five key economic variables for 15 of the
U.S.'s largest trading partners. A list of the institutions contribut-
ing forecasts to these pages can be found at the bottom of page 7.
Columns 1 and 2 are forecasts of the year-over-year percent
change in inflation-adjusted economic growth and consumer price
inflation for this year and next. Column 3 is each nation's esti-
mated current account surplus or deficit, reported in billions of
current U.S. dollars. Column 4 is the estimated value of each na-
tion's currency versus the U.S. dollar at the end of this year and
next. Column § is the estimated level of interest rates on 3-month
interest rates in each nation at the end of this year and next. Im-
mediately below this month's consensus and the highest and low-
est estimates for each variable are last month's forecasts and a
limited amount of historical data. The historical data may change
from month-to-month due to government revisions.

Special Questions On page 14, we report on panel members'
answers to our special questions. Individuals' responses to the
special questions are never displayed, only consensus, top-10 and
bottom-10 results. In March and October, we publish our semi-
annual, long-range surveys. In addition to our usual forecasts for
this year and next, the semiannual, long-range survey results pro-
vide subscribers with consensus forecasts of all the variables
found on pages 2 and 3 for the each of the following five years,
plus an average for the five-year period after that.

Blue Chip Econometric Detail With the March, June, Septem-
ber and December issues, subscribers also receive a four-page
quarterly supplement entitled Blue Chip Econometric Detail. The
supplement contains forecasts of an expanded list of economic and
financial variables that are derived from the consensus forecasts
found in Blue Chip Economic Indicators. Macroeconomic Advis-
ers, LLC of St. Louis, Missouri produces this forecast detail based
on a simulation of its econometric model of the U.S. economy.

Should you have questions about the contents, or methods used
to produce Blue Chip Economic Indicators, please contact
Randell Moore at (816) 931-0131 or email him at
randell.moore@aspenpublishers.com.




NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: DTE-1

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 1

Record Request DTE-1 (Tr. 1, at 66)

Please provide the date that the Fall Update of the Henwood Forecast will be
available.

Response
The 2004 Fall Henwood Forecast will be available on October 29, 2004.




NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: DTE-2

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 1

Record Request DTE-2 (Tr. 1, at 69-70)

Please refer to Exhibit DTE-2-23. Please provide a derivation of the number that
appears in Cell U-31 of the exhibit.

Response

Cell U31 in Attachment AG-15(a) CONFIDENTIAL, worksheet OSP1 and
OSP2 is 9.83 percent. This number is the 1995 benchmark return on equity
shown on cell F281 on the worksheet OSP1 and worksheet OSP2. It has no effect
on Mr. Hevert’s valuation in Exhibit NSTAR-RBH-6 CONFIDENTIAL.




NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: DTE-3

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 1

Record Request DTE-3 (Tr. 1, at 71)

Please refer to Exhibit DTE-2-6 (a). Please explain how the value in cell E2 (2.35
percent) is derived and Mr. Hevert’s rationale for choosing the years to average to
derive an inflation estimate.

Response

The 2.35% average is based on the approximate average of all remaining contract
years (i.e., through 2011) for which Blue Chip provides a consensus forecast. The
data and resulting average are presented in the table below:

Consumer Price Index - Blue Chip Indicatotrs- March Consensus

5-year
Average: 2011
2006 2007 2008 2009 2010 2015 Average
2.2 2.3 2.3 2.4 2.4 2.5 2.35




NSTAR Electric

Department of Telecommunications and Energy

Record Request DTE-5 (Tr. 1. at 105, 108-109)

D.T.E. 04-68

Record Request: DTE-S

Please refer to Exhibit DTE-2-14 CONFIDENTIAL.

October 18, 2004

Person Responsible: Robert B. Hevert

Page 1 of 2

(a) Please perform a numerical analysis which derives: (1) the Company’s
allocation of its Gas Layoff Credit to OSP 1 and OSP 2; and (2) the
projected per-unit Gas Layoff Credit, independently, and as a function of

each other.

(b)  Please recalculate the average per-unit Gas Layoff Credit using the figures
presented in Exhibit AG-1-12 (Supp). To the extent that the average per-
unit Gas Layoff Credit changes, please explain the effect of such changes

on the Company’s analysis of the savings.

Response

REDACTED RESPONSE

a) As noted on Exhibit NSTAR-RBH-6 (CONFIDENTIAL), pages 2 and 3 of
5, the projected 2004 gas layoff credit is [REDACTED] for OSP 1 and OSP,
respectively (i.e., [REDACTED] in aggregate). The projected 2004 total
pipeline demand rates and associated cost of unused capacity for the
respective OSP 1 and OSP 2 units are as follows:'

Unit Capacity 2004 Days Unused Total Demand
(Mcf/Day) | Demand Capacity at | Charges of
Rate 70 percent | unused
(Mcf/Day) capacity
OSP 1 50,000 [REDACTED] | 365 35,000 [REDACTED]
OSP 2 25,000 [REDACTED] | 365 17,500 [REDACTED]
OSP 2 25,000 [REDACTED] | 365 17,500 [REDACTED]
[REDACTED]

Since the aggregate 2004 Gas Layoff Credit of [REDACTED] represents
approximately [REDACTED] percent of the cost of unused pipeline capacity
(IREDACTED]), CEA believes the Layoff Credit assumptions are reasonable.

See Attachment AG-15(a) (CONFIDENTIAL) OSP1, row 347 and OSP2, row 347 and 362.




NSTAR Electric

Department of Telecommunications and Energy
D.T.E. 04-68

Record Request: DTE-5

October 18, 2004

Person Responsible: Robert B. Hevert

Page 2 of 2

b) Based on Exhibit AG-1-12 (Supp), the three-year average (2001-2003) Gas
Layoff Credit associated with Unit 1 is approximately [REDACTED]. Even
though that amount is lower than the average based on the data in the original
Exhibit AG-1-12, based on the calculation provided, CEA did not decrease the
projected Gas Layoff Credit (which would have had the effect of increasing
projected contract costs).




NSTAR Electric

Department of Telecommunications and Energy

D.T.E. 04-68

Record Request: DTE-6

October 18, 2004

Person Responsible: Robert B. Hevert/Geoffrey O. Lubbock
Page 1 of 1

Record Request DTE-6 (Tr. 1, at 153-154)

Please provide a copy of the Fall Update of the Henwood Forecast when it
becomes available. Please re-run the following schedules using the data from the
Fall Update: (1) Exhibits NSTAR-BEC-GOL-2 through 8, as necessary;
(2) Exhibit NSTAR-RBH-5; and (3) Exhibit NSTAR-RBH-6.

Response

As indicated in the response to Record Request DTE-1, the Fall Henwood
Forecast will become available on October 29, 2004. The Companies will
supplement this response with a copy of the forecast and the requested schedules
as quickly as possible after receipt of the forecast.






